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ASSESSING  THE  AFFORD  ABILITY  OF  PRIVATE 
LONG-TERM  CARE  INSURANCE 


WEDNESDAY,  NOVEMBER  8,  1989 

The  Pepper  Commission, 
U.S.  Bipartisan  Commission  on 

Comprehensive  Health  Care, 

Washington,  DC. 

The  Commission  met,  pursuant  to  notice,  at  9:30  a.m.,  in  room 
B-338  of  the  Rayburn  House  Office  Building,  Hon.  John  D.  Rocke- 
feller IV  (Chairman  of  the  Commission),  presiding. 

Present:  Senator  John  D.  Rockefeller  IV,  Senator  Dave  Duren- 
berger,  Senator  John  Heinz,  Senator  David  Pryor,  Representative 
Bill  Gradison,  Representative  Fortney  Pete  Stark,  Representative 
Louis  Stokes,  and  Commissioner  James  Balog,  Commissioner  John 
Cogan,  and  Commissioner  James  Davis. 

Also  present:  Judith  Feder,  staff  director;  Edward  F.  Howard, 
general  counsel;  Steven  C.  Edelstein,  Monica  E.  McFadden,  Robert 
B.  Friedland,  Janis  E.  Guerney,  Philip  Shandler,  Robyn  I.  Stone, 
Judith  G.  Waxman,  and  Joy  Johnson  Wilson,  professional  staff;  S. 
Mitchell  Weitzman,  staff  assistant;  and  Jackie  Shields,  intern. 

OPENING  OF  MEETING  BY  JUDITH  FEDER,  STAFF  DIRECTOR, 
THE  PEPPER  COMMISSION 

Ms.  Feder.  I  am  going  to  go  ahead  and  start  the  public  hearing. 
I'm  sure  the  Chairman  will  be  right  back  and  we  are  pressed  for 
time  this  morning. 

I  would  like  to  apologize  for  the  rush,  but  we  only  have  the  room 
for  a  limited  time. 

I  would  like  to  introduce  our  guests  this  morning  whom  we  have 
invited  to  address  the  issue  of  assessing  the  affordability  of  private 
long-term  care  insurance. 

Our  first  speaker  will  be  Joshua  Wiener,  a  senior  fellow  at  the 
Brookings  Institution.  Then  we  will  hear  from  Bruce  Jacobs,  direc- 
tor of  the  Public  Policy  Analysis  Program  at  the  University  of 
Rochester  and,  finally,  we  will  hear  from  Stanley  Wallack,  presi- 
dent, LifePlans,  Inc.,  and  director  of  the  Bigel  Institute,  Brandeis 
University. 

Before  Mr.  Wiener  begins,  Mr.  Gradison,  do  you  have  any  com- 
ments you  would  like  to  make? 

Representative  Gradison.  No;  but  I  would  suggest  that  we  let 
each  of  our  panelists  present  their  opening  statement,  and  then 
open  this  up  to  discussion,  rather  than  take  time  — if  that  is  agree- 
able. 
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Mr.  Wiener,  you  may  proceed. 

STATEMENT  OF  JOSHUA  M.  WIENER,  SENIOR  FELLOW, 
BROOKINGS  INSTITUTION 

Mr.  Wiener.  Thank  you. 

It  is  a  pleasure  to  be  here  today.  The  question  I  would  like  to 
address  today  is  what  should  the  roles  of  the  public  and  private 
sectors  be  in  financing  long-term  care? 

The  choice  of  emphasis  between  public  and  private  programs  de- 
pends not  just  on  differences  in  political  ideology,  but  also  on  dif- 
ferences in  what  private  initiatives  are  feasible  and  affordable  and 
whom  they  would  benefit.  For  example,  if  it  were  demonstrably 
possible  to  market  private  long-term  care  insurance  that  would 
protect  a  large  majority  of  the  elderly  from  hardship  and  reduce 
dependence  on  Medicaid,  then  many  people  would  see  little  need 
for  new  kinds  of  Government  intervention.  Conversely,  if  private 
initiatives  were  not  to  prove  so  widespread  or  to  play  a  major  role 
in  paying  for  nursing  home  and  home  care,  then  the  case  for  an 
expanded  public  role  would  be  stronger. 

In  brief,  the  research  that  we  have  done  at  the  Brookings  Institu- 
tion has  convinced  us  that  both  of  the  following  statements  are 
true.  First,  over  the  long  haul,  the  next  30  years,  there  is  a  sub- 
stantial potential  for  growth  in  private  long-term  care  insurance. 
Private  long-term  care  insurance  should  and  can  play  a  much 
larger  role  than  it  does  now. 

Second,  over  the  next  30  years,  it  is  unlikely  that  private  insur- 
ance will  play  more  than  a  modest  role  in  paying  for  nursing  home 
and  home  care.  At  the  end  of  that  30-year  period,  a  reasonably  op- 
timistic estimate  would  be  that  perhaps  a  third  of  the  elderly 
might  have  private  long-term  care  insurance  that  provides  moder- 
ate financial  protection. 

As  this  Commission  is  well  aware,  the  offering  of  any  private  in- 
surance is  a  relatively  recent  development  of  the  last  5  or  6  years. 
According  to  the  Health  Insurance  Association  of  America,  at  the 
end  of  June  1989,  there  were  only  830,000  long-term  care  insurance 
policies  enforced,  compared  to  1.3  million  policies  ever  sold,  insur- 
ing, therefore,  less  than  3  percent  of  the  elderly. 

There  have  been  barriers  on  both  the  supply  side  and  the 
demand  side.  Let  me  just  mention  one  on  each  side.  Despite  im- 
provements in  income,  private  long-term  care  insurance  remains 
very  expensive  for  most  elderly.  According  to  the  Health  Insurance 
Association  of  America,  among  policies  introduced  in  1988,  with 
fewer  coverage  restrictions  and  better,  although  still  imperfect  in- 
flation protection,  policies  cost  an  average  of  $920  per  person,  if 
purchased  at  age  65,  and  $3,010  for  a  person  that  purchases  at  age 
79. 

Thus,  married,  elderly  couples  must  pay  annual  premiums  of  be- 
tween $1,800  and  $6,000  a  year.  A  considerable  amount  of  money 
by  almost  any  measure. 

On  the  supply  side  there  have  also  been  many  barriers  revolving 
around  whether  long-care  is  an  insurable  risk.  But  let  me  mention 
one  barrier  in  particular,  because  this  one  is  not  going  away  any- 
time soon.  Insurers  have  worried  about  the  uncertainty  associated 
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with  the  fact  that  long-term  care  is  needed  principally  by  the  very 
elderly,  those  age  85  and  older.  The  very  long-term  horizon  be- 
tween initial  purchase  and  ultimate  use  of  nursing  home  and  home 
care  involves  great  uncertainty  and  financial  risk. 

The  policy  bought  at  age  65  probably  may  not  be  used  until  age 
85,  20  years  into  the  future.  Unforeseen  changes  in  disability  or 
mortality  rates,  utilization  patterns,  inflation  and  service  costs,  or 
rate  of  return  on  financial  reserves  can  dramatically  change  a  prof- 
itable policy  into  an  unprofitable  one. 

Despite  these  supply  and  demand  barriers,  insurers  are  moving 
into  the  marketplace,  but  it  is  important  to  note  that  at  this  point 
insurers  have  much  more  experience  selling  policies  than  they  do 
paying  for  claims.  Thus,  they  still  do  not  know  whether  this  ulti- 
mately will  be  a  profitable  line  of  business. 

To  evaluate  the  potential  role  of  long-term  private  care  insur- 
ance we  used  the  Brookings-ICF  Long-Term  Care  Financing  Model. 
Although  no  one  knows  for  sure  what  the  future  will  be  like,  our 
computer  simulation  model  provides  an  order  of  magnitude  esti- 
mate what  the  potential  impact  of  private  insurance  might  be  over 
the  next  30  years.  We  have  projected  the  potential  market  for  pri- 
vate insurance  initiatives  using  relatively  optimistic  assumptions 
about  the  willingness  of  people  to  pay,  and  the  willingness  of  in- 
surers to  offer  it. 

Our  purpose  was  to  try  to  get  an  upper  bound  estimate  of  what 
the  world  of  private  insurance  might  be.  Our  projections  indicate 
substantial  potential  for  growth  for  private  long-term  care  insur- 
ance, but  even  under  optimistic  assumptions  about  who  would  par- 
ticipate, private  long-term  care  insurance  cannot  be  relied  on  to  do 
the  whole  job. 

The  private  sector  approaches  are  unlikely  to  be  affordable  by  a 
substantial  majority  of  elderly,  to  finance  more  than  a  modest  pro- 
portion of  total  nursing  home  and  home  care  expenditures,  or  to 
have  more  than  a  modest  impact  on  Medicaid  expenditures. 

For  example,  we  estimate  that  by  2018,  private  long-term  care  in- 
surance sold  to  the  elderly  might  be  purchased  by  between  25  and 
54  percent  of  the  elderly,  and  may  account  for  17  percent  of  total 
nursing  home  expenditures,  and  may  reduce  Medicaid  expenditures 
by  1  to  16  percent,  compared  to  what  they  would  have  been  with- 
out private  insurance. 

Private  insurance  initially  sold  to  people  under  age  65  would  be 
more  affordable,  but  it  would  still  account  for  only  about  17  per- 
cent of  nursing  home  expenditures  in  2018. 

What  accounts  for  this  relatively  modest  impact? 

There  are  basically  two  reasons:  First,  even  with  increases  in 
income  by  the  elderly  over  time,  these  policies  are  simply  too  ex- 
pensive for  most  elderly,  especially  those  who  otherwise  end  up  on 
Medicaid. 

Second,  although  private  long-term  care  insurance  policies  are 
rapidly  evolving  and  improving,  policies  are  limited  in  the  amount 
of  financial  protection  that  they  offer.  Reimbursement  levels  usu- 
ally do  not  increase  with  inflation,  or  if  they  do,  benefits  do  not  in- 
crease sufficiently  to  provide  full  inflation  protection. 

This  can  be  a  serious  problem  because  a  payment  level  that  is 
adequate  today  will  not  be  adequate  in  the  future.  An  indemnity 
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policy  with  a  $50  per  day  nursing  home  benefit  purchased  at  age 
65,  when  it  is  relatively  affordable,  will  need  to  pay  over  $150  per 
day  age  85,  to  have  comparable  purchasing  power. 

Now,  there  is  no  inherent  reason  why  insurers  couldn't  eliminate 
these  restrictions  and  provide  better  financial  protection.  The  prob- 
lem is  that  coverage  and  affordability  are  basically  tradeoffs.  That 
is,  coverage  improvement  elected  to  make  products  more  expensive, 
thus  reducing  affordability. 

For  example,  fully  indexing  the  indemnity  level  to  inflation 
would  probably  increase  premium  payments  for  the  elderly  by 
about  30  to  40  percent. 

To  conclude  I  would  like  to  make  four  points: 

First,  all  projections  into  the  future  are  estimates  of  what  might 
happen  if  certain  assumptions  are  met.  The  hard  reality  of  1989,  is 
that  private  long-term  care  insurance  plays  an  extraordinarily 
small  role  in  paying  for  nursing  home  and  home  care.  Thus,  the 
burden  of  proof  is  on  private  long-term  care  insurance  advocates  as 
to  why  this  will  change  radically  in  the  future. 

Second,  a  key  question  for  this  Commission  is:  How  long  are  we 
willing  to  wait  before  there  are  major  reforms  in  how  the  elderly 
pay  for  their  nursing  home  and  home  care?  Private  insurance  poli- 
cies can  be  designed  to  fit  any  affordability  criteria.  As  a  result, 
asking  how  many  people  can  afford  private  long-term  care  insur- 
ance is  the  wrong  question.  What  really  matters  is  whether  and 
when  long-term  care  insurance  will  actually  pay  for  needed  care 
for  a  substantial  number  of  nursing  home  and  home  care  patients. 

From  this  perspective,  it  should  be  clear  that  reliance  on  private 
insurance  is  a  very  long-range  strategy.  There  is  little  doubt  that 
for  many  years  to  come,  private  insurance  is  unlikely  to  have  much 
direct  impact  on  how  long-term  care  is  financed.  Even  if  all  persons 
turning  age  65  in  1989  bought  insurance,  this  population  will  npt 
become  major  long-term  care  users  until  after  2009. 

Third,  sensitivity  analyses  we  have  conducted  using  far  more  op- 
timistic assumptions  about  future  disability  rates  and  the  prices  of 
nursing  home  and  home  care  suggest  that  these  assumptions  can 
dramatically  change  the  aggregate  level  of  long-term  care  expendi- 
tures and  substantially  improve  the  affordability  of  private  insur- 
ance. Even  under  the  most  optimistic  scenario  of  low  inflation  and 
low  disability,  however,  approximately  two-fifths  of  the  elderly 
would  not  have  private  insurance.  Moreover,  these  extremely  opti- 
mistic assumptions  will  not  radically  change  the  proportion  of  long- 
term  care  financed  by  private  insurance,  nor  will  private  insurance 
have  a  much  larger  impact  on  Medicaid  expenditures  compared 
with  less  optimistic  scenarios. 

Fourth,  and  finally,  both  public  and  private  efforts  are  needed  to 
finance  long-term  care.  Development  of  that  market  by  the  private 
sector  with  encouragement  from  the  Government  can  and  should 
make  long-term  care  more  affordable  for  a  substantial  fraction  of 
the  population.  However,  it  is  not  realistic  to  envision  the  private 
sector  covering  the  large  majority  of  elderly  or  of  supplanting 
public  spending.  During  the  early  1960's  it  was  considered  intoler- 
able that  only  half  of  the  elderly  had  some  form  of  acute  care  in- 
surance. Based  on  our  work,  private  long-term  care  insurance  will 
be  lucky  to  reach  that  level  of  market  penetration. 
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If  this  Commission  wants  to  change  how  long-term  care  is  fi- 
nanced in  the  near  future,  it  will  either  need  to  recommend  public 
policies  which  aggressively  promote  private  insurance  or  change 
how  Medicaid  and  Medicare  cover  nursing  home  and  home  care. 

Thank  you. 

[The  prepared  statement  of  Mr.  Wiener  follows:] 
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Joshua  M.  Wiener  and  Raymond  J.  Hanley 
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United  States  Bipartisan  Commission  on  Comprehensive  Health  Care,  The 
Pepper  Commission,  Washington,  D.C. ,  November  8,  1989. 
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What  should  be  the  roles  of  the  public  and  private  sectors  in 
financing  long-term  care?    Some  believe  that  the  primary  responsibility 
for  care  of  the  elderly  should  fall  on  individuals  and  their  families, 
and  that  the  government  should  act  only  as  a  payer  of  last  resort  for 
those  who  are  unable  to  provide  for  themselves.    The  opposite  view  is 
that  the  government  should  provide  comprehensive  long-term  care  for  all 
older  people,  with  little  cost  sharing  and  regardless  of  financial 
need.    In  this  view,  there  is  little  or  no  role  for  the  private  sector. 
Between  these  polar  views,  many  combinations  of  public  and  private 
responsibility  are  possible. 

The  choice  of  emphasis  between  public  and  private  programs  depends 
not  just  on  differences  in  political  ideology,  but  also  on  differences 
in  what  private  initiatives  are  feasible  and  affordable  and  whom  they 
would  benefit.    For  example,  if  it  were  demonstrably  possible  to  market 
private  long-term  care  insurance  that  would  protect  a  large  majority  of 
the  elderly  from  hardship  and  reduce  dependence  on  Medicaid,  then  many 
people  would  see  little  need  for  new  kinds  of  government  intervention. 
Conversely,  if  private  initiatives  were  not  to  prove  so  widespread  or 
to  play  a  major  role  in  paying  for  nursing  home  and  home  care,  then  the 
case  for  an  expanded  public  role  would  be  stronger. 

In  brief,  the  research  that  we  have  done  at  the  Brookings 
Institution  (partly  summarized  in  our  book  with  Alice  Rivlin  and  Denise 
Spence,  Caring  for  the  Disabled  Elderly:    Who  Will  Pay?,  Brookings 
Institution,  1988)  has  convinced  us  that  both  of  the  following 
statements  are  true:    First,  over  the  next  thirty  years,  there  is  a 
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substantial  potential  for  growth  in  private  long-term  care  insurance. 
Private  insurance  can  and  should  play  a  larger  role  than  it  does  now. 
Second,  over  the  next  thirty  years,  it  is  unlikely  that  private 
insurance  will  play  more  than  a  modest  role  in  paying  for  nursing  home 
and  home  care.    At  the  end  of  that  time  period,  a  reasonably  optimistic 
estimate  would  be  that  perhaps  a  third  of  the  elderly  might  have  a 
private  long-term  care  insurance  policy  that  provides  moderate 
financial  protection. 

Demand  and  Supply  Barriers  for  Private  Insurance 

The  offering  of  any  organized  private  sector  financing  mechanism 
for  long-term  care  is  a  recent  development  of  the  last  five  or  six 
years.    According  to  the  Health  Insurance  Association  of  America 
(HIAA),  as  of  the  end  of  June  1989,  there  were  only  830,000  private 
long-term  care  insurance  policies  in  force  (compared  to  1.3  million 
policies  ever  sold),  insuring  less  than  3  percent  of  the  elderly. 
Development  of  private  sector  initiatives  has  been  slow  because  of 
barriers  on  both  the  demand  and  the  supply  side. 

On  the  demand  side,  there  have  been  several  impediments. 
Historically,  the  elderly  have  been  disproportionately  poor.    This  is 
less  true  now  as  the  income  of  the  elderly  has  increased  substantially 
over  the  last  twenty  years.    While  the  elderly  still  have  the  highest 
poverty  and  near-poverty  rates  of  any  adult  group,  most  current 
evidence  suggests  that  the  elderly  as  a  whole  are  roughly  as  well  off 
as  the  rest  of  the  population.    Most  estimates  of  the  future  income  and 
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assets  of  the  elderly  project  substantial  further  improvement's  over 
time. 

Despite  improvements  in  income,  private  long-term  care  insurance 
remains  very  expensive  for  most  elderly.    According  to  HIAA,  among 
policies  introduced  in  1988  with  fewer  coverage  restrictions  and  better 
(although  still  imperfect)  inflation  protection,  policies  cost  an 
average  of  $920  per  person  if  purchased  at  age  65  and  $3,010  per  person 
if  purchased  at  age  79.    Thus,  married  elderly  couples  must  pay  annual 
premiums  of  between  $1,800  and  $6,000  per  year,  a  considerable  amount 
of  money  by  any  measure. 

Moreover,  there  has  been  a  lack  of  awareness  of  the  risk  that 
people  face  of  needing  long-term  care.    Most  research  suggests  that 
persons  who  live  to  age  65  face  a  40  percent  chance  of  spending  some 
time  in  a  nursing  home  before  they  die.    Few  people  have  been  willing 
to  plan  for  their  significant  risk  of  becoming  seriously  disabled  and 
using  expensive  home  care  or  nursing  home  care. 

Finally,  there  has  been  extensive  misinformation.    Many  people 
think  that  Medicare  or  their  Medigap  policies  cover  long-term  care. 
They  do  not.    The  debate  prior  to  the  passage  of  the  Medicare 
Catastrophic  Coverage  Act  served  to  educate  the  public  on  this  point. 

On  the  supply  side,  there  have  also  been  several  barriers 
revolving  around  whether  long-term  care  is  an  insurable  risk.  Insurers 
have  worried  about  "moral  hazard,"  the  increased  use  of  services  likely 
to  occur  with  insurance.    Since  most  long-term  care  is  provided  by 
family  at  no  formal  cost,  the  possible  increase  in  use  is  large.  This 
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is  especially  true  for  home  care  since  only  about  25  percent  of  the 
disabled  elderly  in  the  community  receive  paid  home  care. 

In  addition,  they  have  worried  about  adverse  "selection.    That  is, 
that  people  who  "know"  they  will  use  long-term  care  care  services  will 
disproportionately  buy  insurance,  driving  up  use  beyond  expectations. 
This  creates  a  vicious  circle  where  premiums  have  to  be  raised,  causing 
low  risk  people  to  drop  their  policies,  forcing  an  additional  increase 
in  premiums. 

They  have  also  worried  about  the  uncertainty  associated  with  the 
fact  that  long-term  care  is  needed  principally  by  the  very  elderly, 
those  age  85  and  over.    The  very  long  time  horizon  between  initial 
purchase  and  ultimate  use  of  nursing  home  and  home  care  involves  great 
uncertainty  and  financial  risk.    A  policy  bought  at  age  65  probably 
will  not  be  used  until  age  85,  20  years  into  the  future.  Unforeseen 
changes  in  disability  or  mortality  rates,  utilization  patterns, 
inflation  in  service  costs,  or  the  rate  of  return  on  financial  reserves 
can  dramatically  change  a  profitable  policy  into  an  unprofitable  one. 

Despite  these  demand  and  supply  barriers,  insurers  are  moving  into 
the  marketplace.    Although  policies  are  improving,  many  still  have 
restrictions.    Most  insurers  are  still  being  extremely  cautious  about 
who  they  will  sell  policies  to—rejecting  10-20  percent  of  all  people 
who  make  application  is  not  uncommon.    In  addition,  they  are  not 
marketing  products  as  aggressively  as  they  might.    It  is  important  to 
note  that,  at  this  point  in  time,  insurers  have  much  more  experience 
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selling  policies  than  they  do  paying  claims.    Thus,  they  still  do  not 
know  if  this  will  be  a  profitable  line  of  business. 

Projections  of  the  Role  of  Private  Insurance 

To  evaluate  the  potential  role  of  private  long-term  care  insurance 
in  the  future,  we  used  the  Brooki ngs-ICF  Long-Term  Care  Financing 
Model.    Although  no  one  knows  for  sure  what  the  future  will  be  like, 
our  computer  simulation  model  provides  an  order  of  magnitude  estimate 
of  what  the  potential  impact  of  private  insurance  might  be  over  the 
next  thirty  years.    For  the  simulations  we  will  discuss  today,  we 
assumed  that  mortality  rates  would  continue  to  decline,  disability 
rates  would  remain  constant,  nursing  home  and  home  care  use  rates  would 
remain  constant,  incomes  and  general  inflation  would  continue  to  grow 
at  moderate  levels,  and  nursing  home  and  home  care  inflation  would  be 
somewhat  higher  than  general  inflation.    In  general,  these  assumptions 
reflect  those  used  by  the  Social  Security  Administration  in  their 
widely-used,  mid-range  Alternative  II-B  projections.    Appendix  I 
discusses  our  nursing  home  and  home  care  inflation  assumptions  in 
detail. 

We  have  projected  the  potential  market  for  private  insurance 
initiatives  for  the  next  three  decades  using  quite  optimistic 
assumptions  about  the  willingness  of  people  to  pay  and  the  willingness 
of  insurers  offer  it.    Our  purpose  was  to  determine  the  most  that  can 
reasonably  be  expected  from  the  private  sector  with  respect  to 
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participation,  proportion  of  long-term  care  expenses  financed,  and 
reduction  in  the  use  of  Medicaid. 

Some  of  our  assumptions  could  be  criticized  as  exaggerating  the 
affordabi 1 i ty  and  effectiveness  private  insurance  in  meeting  the  need 
for  long-term  care.    Indeed,  we  would  agree  that  some  of  our 
assumptions  are  not  true  predictors  of  future  behavior.    For  example, 
in  three  of  these  simulations,  we  assume  that  100  percent  of  persons 
who  can  buy  policies  for  5  percent  of  their  income  (and  have  $10,000  in 
nonhousing  assets)  buy  insurance  at  ages  65  or  67,  even  though  that 
would  mean  a  very  substantial  increase  in  out-of-pocket  costs  for 
health  care  for  most  elderly. 

Our  projections  indicate  substantial  potential  for  growth  of 
private  insurance  for  long-term  care  (see  Figure  1  and  Table  1  for 
detailed  assumptions  of  the  simulations  and  Table  2  for  the  results). 
A  potential  multibillion  dollar  market  is  almost  entirely  untapped. 
People  purchasing  these  products  will  have  better  financial  protection 
than  they  have  now. 

Even  under  our  optimistic  assumptions  about  who  would  participate, 
however,  private  sector  financing  cannot  be  relied  on  to  do  the  whole 
job.    Private  sector  approaches  are  unlikely  to  be  affordable  by  a 
substantial  majority  of  elderly,  to  finance  more  than  a  modest 
proportion  of  total  nursing  home  and  home  care  expenditures  or  to  have 
more  than  a  modest  impact  on  Medicaid  expenditures.    For  example,  we 
estimate  that  by  2018,  private  long-term  care  insurance  sold  to  the 
elderly  might  be  purchased  by  25-54  percent  of  the  elderly,  may  account 
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for  7-17  percent  of  total  nursing  home  expenditures  and  may  reduce 
Medicaid  expenditures  by  1-16  percent  compared  to  what  would  have  been 
spent  without  private  insurance.    Private  insurance  initially  sold  to 
people  under  age  65  would  be  more  affordable,  but  would  still  account 
for  only  about  17  percent  of  nursing  home  expenditures  in  2018. 

Private  sector  options  have  a  relatively  modest  impact  for  two 
reasons.    First,  they  are  too  expensive  for  most  elderly,  especially 
those  people  who  would  otherwise  end  up  on  Medicaid.    Since  total  long- 
term  care  expenditures  per  capita  age  65  and  over  exceed  $1,300  a  year, 
this  is  hardly  surprising.    Total  (public  and  private)  long-term  care 
costs  roughly  equal  Medicare  Part  B  expenditures  and  exceed  three- 
fourths  of  Medicare  Part  A  expenditures.    Thus,  costs  never  become 
trivial  even  when  spread  over  the  whole  elderly  population. 

Second,  although  private  long-term  care  insurance  policies  are 
rapidly  evolving  and  improving,  policies  now  available  are  limited  in 
the  amount  of  financial  protection  that  they  offer.    For  example, 
policies  often  have  pre-existing  condition  exclusions,  age  restrictions 
on  who  may  purchase  policies,  and  cover  relatively  little  home  care. 
Reimbursement  levels  usually  do  not  increase  with  inflation,  or  if  they 
do,  benefits  do  not  increase  sufficiently  to  provide  full  protection. 
This  can  be  a  serious  problems  because  a  payment  level  that  is  adequate 
today  will  not  be  adequate  in  the  future.    An  indemnity  policy  with  a 
$50  per  day  nursing  home  benefit  purchased  at  age  65  when  its 
relatively  affordable  will  needs  to  pay  over  $150  per  day  at  age  85  to 
have  comparable  purchasing  power. 
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There  is  no  inherent  reason  why  insurers  could  not  eliminate  these 
restrictions  and  provide  better  financial  protection.    The  problem  is 
that  improved  coverage  and  affordabi 1 i ty  are  tradeoffs  within  the 
elderly  population.    That  is,  coverage  improvements  are  likely  to  make 
products  more  expensive,  thus  reducing  affordabi 1 ity.    For  example, 
fully  indexing  the  indemnity  level  to  inflation  would  probably  increase 
premiums  for  nonindexed  policies  for  the  elderly  by  about  30-40 
percent. 
Group  Insurance 

One  potential  way  out  of  this  tradeoff  is  through  group  insurance 
geared  to  the  nonelderly,  working  population.    Unlike  most  acute  health 
care  insurance,  97  percent  of  long-term  care  insurance  is  sold  on  an 
individual  rather  than  group  basis.    Because  administrative  and 
marketing  costs  are  much  lower  for  employer-sponsored  group  products,  a 
purchaser  can  obtain  more  benefits  for  the  dollar.    In  addition,  since 
group  policies  are  generally  sold  to  the  nonelderly,  there  is  more  time 
for  reserves  to  build  up,  thus  lowering  premiums  and  improving 
affordabi 1 ity .    Selling  to  a  low-risk  group  of  nonelderly  also  reduces 
adverse  selection. 

The  employer-based  group  long-term  care  market  is  very  new  and 
untested.    According  to  HIAA,  only  11  of  the  109  insurance  companies 
that  sell  products  in  1989  offer  an  employer-sponsored  group  plan.  As 
of  1989,  only  about  39,000  employer-sponsored  policies  have  been  sold. 
In  fact,  these  policies  are  better  characterized  as  individual  policies 
sold  in  a  group  setting  than  as  "real"  group  policies.    While  a 
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promising  development  that  should  be  encouraged,  employer-based 
insurance  is  unlikely  to  have  any  impact  for  years  to  come. 

The  extremely  low  market  penetration  of  employer-sponsored  group 
plans  reflects  several  factors.    For  insurers,  the  very  long-time 
horizon  between  initial  purchase  and  use  of  nursing  home  and  home  care 
that  goes  with  selling  to  the  nonelderly  involves  even  more  uncertainty 
and  risk  than  selling  to  the  elderly.    A  policy  bought  at  age  40  may 
not  be  used  until  age  85,  45  years  into  the  future.    The  uncertainties, 
which  were  already  large,  are  compounded  greatly. 

Another  barrier  to  the  growth  of  the  employer-sponsored  long-term 
care  insurance  has  been  low  consumer  demand.    Lack  of  awareness  of  the 
need  for  this  type  of  insurance  has  been  a  recurrent  theme  in  market 
research.    As  a  result,  few  employees  and  unions  have  bargained  for 
long-term  care  insurance.    In  those  handful  of  companies  that  have 
offered  active  employees  insurance,  only  a  small  percentage  of 
employees  have  purchased  policies. 

Finally,  while  employers'  interest  in  offering  long-term  care 
insurance  is  growing,  their  interest  in  helping  to  pay  for  the 
insurance  is  not.    In  virtually  all  sales  of  employer-sponsored  long- 
term  care  insurance,  the  employee  pays  aJM  of  the  costs.    Employers  see 
offering  long-term  care  benefits  as  financially  risky  and  sure  to  grow 
as  the  baby  boom  generation  ages.    Moreover,  employers  already  face  an 
unfunded  liability  for  retiree  health  benefits  that  is  commonly 
estimated  to  be  between  $200  and  $300  billion.    Thus,  employers  are  not 
looking  for  another  elderly  benefit  to  which  they  will  contribute. 
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Conclusion 

To  conclude,  we  would  like  to  make  four  points: 

First,  all  projections  into  the  future,  including  our  own,  are 
estimates  of  what  might  happen  if  certain  assumptions  are  met.  The 
hard  reality  of  1989  is  that  private  long-term  care  insurance  plays  an 
extraordinarily  small  role  in  paying  for  nursing  home  and  home  care. 
Thus,  the  burden  of  proof  is  on  private  long-term  care  insurance 
advocates  as  to  why  this  will  change  radically  in  the  future. 

Second,  a  key  question  for  this  Commission  is:  How  long  are  we 
willing  to  wait  before  there  are  major  reforms  in  how  the  elderly  pay 
for  their  nursing  home  and  home  care?    Private  insurance  policies  can 
be  designed  to  fit  any  affordabi 1 i ty  criteria.    As  a  result,  asking  how 
many  people  can  afford  private  long-term  care  insurance  is  the  wrong 
question.    What  really  matters  is  whether  and  when  long-term  care 
insurance  will  actually  pay  for  needed  care  for  a  substantial  number  of 
nursing  home  and  home  care  patients. 

From  this  perspective,  it  should  be  clear  that  reliance  on  private 
insurance  is  a  very  long-range  strategy.    There  is  little  doubt  that 
for  many  years  to  come,  private  insurance  is  unlikely  to  have  much 
direct  impact  on  how  long-term  care  is  financed.    Even  if  all  persons 
turning  age  65  in  1989  bought  insurance,  this  population  will  not 
become  major  long-term  care  users  until  about  2009.    Reliance  on 
employer-sponsored  insurance,  while  a  desirable  development,  would  take 
even  longer  to  effect  who  pays  for  nursing  home  and  home  care.  The 
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active  employee  age  50  in  1989  will  not  begin  to  hit  the  stride  of  his 
or  her  long-term  care  use  until  2024. 

Third,  sensitivity  analyses  we  have  conducted  using  far  more 
optimistic  assumptions  about  future  disability  rates  and  the  prices  of 
nursing  home  and  home  care  suggest  that  these  assumptions  can 
dramatically  change  the  aggregate  level  of  long-term  care  expenditures 
and  substantially  improve  the  affordabi 1 i ty  of  private  insurance.  Even 
under  the  most  optimistic  scenario  of  low  inflation  and  low  disability, 
however,  approximately  two-fifths  of  the  elderly  would  not  have  private 
insurance.    Moreover,  these  extremely  optimistic  assumptions  will  not 
radically  change  the  proportion  of  long-term  care  financed  by  private 
insurance,  nor  will  private  insurance  have  a  much  larger  impact  on 
Medicaid  expenditures  compared  with  less  optimistic  scenarios. 

Fourth,  and  finally,  both  public  and  private  efforts  are  needed  to 
finance  long-term  care.    Development  of  that  market  by  the  private 
sector  with  encouragement  from  the  government  can  and  should  make  long- 
term  care  more  affordable  for  a  substantial  fraction  of  the  population. 
However,  it  is  not  realistic  to  envision  the  private  sector  covering 
the  large  majority  of  elderly  or  of  supplanting  public  spending. 
During  the  early  1960s,  it  was  considered  intolerable  that  only  half  of 
the  elderly  had  some  form  of  acute  care  insurance.    Based  on  our  work, 
private  long-term  care  insurance  will  be  lucky  to  reach  that  level  of 
market  penetration.    If  this  Commission  wants  to  change  how  long-term 
care  is  financed  in  the  near  term,  it  will  either  need  to  recommend 
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public  policies  which  aggressively  promote  private  insurance  or  which 
change  how  Medicare  and  Medicaid  cover  nursing  home  and  home  care. 
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TABLE  1 


ANNUAL  PREMIUM  AT  ISSUE  FOR  NURSING  HOME  COVERAGE  OF 
$50  PER  DAY  STARTING  AT  AGE  65  WITH  90 -DAY  ELIMINATION 
PERIOD ,   5.8  PERCENT  ANNUAL  INDEXING  OF  COVERAGE  AND 
LIFETIME  PREMIUMS  AFTER  ISSUE,  AND  WAIVER  OF  PREMIUM  FOR 
NURSING  HOME  RESIDENTS  OVER  AGE  64 


Issue 

Age 

lears  or 

Coverage 

No 
Limit 

1 

2 

4 

6 

1986 

30 

$127 

$228 

$350 

$412 

$486 

40 

156 

280 

431 

507 

599 

50 

199 

356 

546 

644 

760 

60 

294 

525 

806 

950 

1,123 

65 

362 

647 

991 

1,166 

1,398 

70 

468 

843 

1,294 

1,519 

1,785 

75 

621 

1,127 

1,736 

2,026 

2,369 

80 

824 

1,517 

2,341 

2,713 

3,135 

2021 

30 

148 

268 

412 

485 

574 

40 

182 

328 

505 

595 

50 

234 

421 

647 

763 

903 

60 

338 

609 

937 

1,105 

1,309 

65 

412 

742 

1,141 

1,342 

1,586 

70 

526 

952 

1,467 

1,723 

2,033 

75 

688 

1,256 

1,939 

2,268 

2,665 

80 

909 

1,680 

2,600 

3,021 

3,516 

NOTE:     1.     Includes  induced  demand  factors  of  10,   11,   14,   16,   and  23  percent 
for  coverages  of  1,2,4,6,  and  unlimited  years  of  coverage, 
respectively . 

2.     Estimates  assume  no  3-day  hospitalization  requirement. 


SOURCE : 


Office  of  the  Actuary,  Social  Security  Administration,  July  25, 
1986. 
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TABLE  2 

Key  Simulation  Results  for  Private  Insurance,  2018 


Option 

Percent  of 

Elderly 

Participating 

Percent  of 
Total  Nursing 
Home  Expenditures 
Paid  by  Insurance* 

Percent  Change 
from  Base  Case 
Medicaid  Nursing 
Home  Expenditures" 

BIG  BEN 

25 

7 

-  5 

LOW  BEN 

45 

12 

-  1 

NEW  POL  5% 

54 

17 

m 

-1% 

NEW  POL  3% 

33 

10 

YOUNG  INS 

63 

17 

-12 

SOURCE:    Brookings-ICF  Long-Term  Care  Financing  Model. 


For  NEW  POL  5%  and  NEW  POL  3%,  the  simulations  include  spousal 
impoverishment  and  Medicare  SNF  changes  mandated  by  Medicare 
Catastrophic  Coverage  Act  of  1988.    BIG  BEN,  LOW  BEN  and  YOUNG  INS  do 
not  include  these  changes. 
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APPENDIX  I 

NURSING  HOME  AND  HOME  CARE  INFLATION  RATES 


In  the  simulations  presented  in  this  testimony,  we  assume  nursing 
home  and  home  care  payment  rates  increase  by  the  Consumer  Price  Index 
(CPI)  plus  the  Social  Security  Administrations  Alternative  II-B 
projections  of  real  wage  and  fringe  benefit  growth.    Nursing  home  and 
home  care  payment  rates  are  assumed  to  increase  5.8  percent  per  year- 
-4.0  percent  for  general  inflation,  1.6  percent  for  real  wage  growth  and 
.2  percent  for  fringe  benefit  growth.    By  contrast,  in  their  mid-range 
projects  of  the  long-run  cost  of  the  Medicare  program,  Health  Care 
Financing  Administration  (HCFA)  actuaries  assume  that  the  cost  of 
skilled  nursing  facilities  and  home  health  agencies  will  increase  2.5 
and  3.0  percent,  respectively,  faster  than  the  CPI. 

Implicit  in  our  assumptions  is  that  long-term  care  service  costs 
have  a  heavy  labor  component  and  that,  over  the  long  run,  wages  and 
other  benefits  must  increase  at  a  rate  roughly  comparable  with  wages  in 
the  rest  of  the  economy.    If  they  do  not,  people  will  not  work  in  this 
employment  sector.    Also  implicit  in  our  assumptions  is  that  there  will 
be  little  or  no  productivity  improvements  in  providing  nursing  home  and 
home  care  over  the  next  thirty  years. 

Although  information  on  the  price  of  nursing  home  care  and  home 
care  is  not  routinely  collected,  the  Office  of  National  Cost  Estimates 
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in  the  Health  Care  Financing  Administration  has  developed  estimates  of 
nursing  home  revenue  per  day.    Between  1977  and  1988,  nursing  home 
revenue  per  day  increased  by  an  average  compound  rate  of  9.6  percent  per 
year,  compared  to  an  increase  in  the  CPI  of  6.3  percent  per  year--a 
difference  of  3.3  percentage  points.    Over  that  time  period,  there  were 
only  two  years  in  which  the  differential  between  the  rate  of  increase  in 
nursing  home  revenue  per  day  and  the  CPI  was  less  than  1.0  percentage 
point  and  seven  years  in  which  it  exceeded  3.0  percentage  points.  Thus, 
by  historical  standards,  our  assumptions  are  very  moderate. 

In  the  future,  three  factors  will  continue  to  push  wages  higher  for 
long-term  care  industry  workers.    First,  the  quality  of  care 
improvements  envisioned  by  OBRA  1987  mandate  better  staff  training. 
Second,  current  labor  shortages  currently  appearing  in  the  Northeast  and 
elsewhere  could  portend  a  constraint  on  the  labor  supply  that  will  bid 
up  workers'  pay.    Third,  as  the  older  population  grows,  the  demand  for 
long-term  care  will  also  rise  rapidly.    Increasing  demand  will  only 
further  aggravate  current  labor  shortages  and  serve  to  push  up  wage 
levels  for  the  industry.    Long-term  care  providers  will  need  to  increase 
wages  at  a  rate  roughly  comparable  to  the  rest  of  the  economy  in  order 
to  obtain  workers  and  to  promote  the  well  being  of  the  disabled  elderly 
in  their  care. 

Some  observers  argue  that,  over  the  long  run,  if  labor  costs 
continue  to  drive  up  nursing  home  and  home  care  payment  rates,  there 
will  be  a  substitution  of  capital  for  labor  which  moderate  price 
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increases.    This  seems  unlikely  for  two  reasons.    First,  in  our  model, 
relative  to  the  income  of  the  average  worker,  nursing  home  and  home  care 
will  not  become  more  expensive  because  they  are  assumed  to  increase  at 
the  same  rate.    More  fundamentally,  however,  long-term  care  is  not  an 
area  that  easily  lends  itself  to  "high  tech"  solutions.    By  definition, 
long-term  care  is  the  help  needed  to  cope,  and  sometimes  survive,  when 
physical  or  mental  disabilities  impair  the  ability  to  perform  the  basic 
activities  of  everyday  life,  such  as  eating,  bathing,  dressing, 
toileting  or  moving  about.    It  is  a  very  "hands-on"  activity.    As  such, 
it  is  hard  to  imagine  what  capital  substitutes  for  labor  will  take 
place. 
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Chairman  Rockefeller.  Bruce? 

STATEMENT  OF  BRUCE  JACOBS,  DIRECTOR,  PUBLIC  POLICY 
ANALYSIS  PROGRAM,  UNIVERSITY  OF  ROCHESTER 

Mr.  Jacobs.  Mr.  Chairman,  thank  you  for  inviting  me  to  speak  to 
the  Commission. 

I  have  already  had  a  chance  to  participate  in  an  advisory  meet- 
ing with  your  staff,  and  I  am  glad  to  be  able  to  share  my  thoughts 
with  you  today. 

Among  the  many  questions  that  the  Commission  is  addressing, 
one  of  the  most  fundamental  is:  "Can  America's  future  elderly  pop- 
ulation protect  themselves  against  the  financial  catastrophe  of  an 
extended  nursing  home  stay?" 

More  specifically,  can  private  long-term  care  insurance  be  af- 
forded by  the  majority  of  Americans,  as  the  baby  boomers  retire? 
And  will  such  protection  make  a  significant  dent  in  public  expendi- 
tures? 

My  purpose  here  today  is  to  share  some  of  my  analyses  of  what 
we  have  learned  in  this  regard,  and  how  the  debate  around  this 
issue  has  been  framed. 

As  most  of  you  know,  the  pioneering  effort  in  the  projection  of 
affordability  of  long-term  care  has  been  the  model  developed  by 
Joshua  Wiener,  at  Brookings,  and  David  Cannel  [phonetic]  at 
ICF  Lewin  Associates.  The  publication  of  Caring  for  the  Disabled 
Elderly,  which  was  coauthored  by  Alice  Rivlin,  was  a  major  event, 
and  many  of  its  findings  have  already  gotten  wide  circulation 
through  congressional  testimony. 

Perhaps  the  most-often-quoted  finding  is  as  follows  (this  from 
congressional  testimony  of  Joshua  Wiener  and  Alice  Rivlin):  "We 
estimate  that  by  2016  to  2020,  at  best,  private  long-term  care  insur- 
ance aimed  at  those  aged  65  and  older  may  be  affordable  by  26  to 
45  percent  of  the  elderly,  may  account  for  7  to  12  percent  of  total 
nursing  home  expenditures,  and  may  reduce  Medicaid  expenditures 
by  2  to  5  percent.' ' 

It  was  in  part  on  this  basis  that  the  call  for  a  public  long-term 
care  insurance  program  was  issued.  Again,  to  quote:  "The  rationale 
for  public  long-term  care  insurance  is  that  the  use  of  long-term 
care  is  a  normal,  insurable  risk  of  growing  old,  but  that  the  private 
insurance  market  is  unable  to  provide  adequate  coverage  at  a  price 
affordable  by  most  of  the  elderly." 

There  are  four  major  points  about  the  research  on  this  issue  to 
date  I  would  like  to  make,  and  add  some  additional  thoughts  as 
well. 

Point  No.  1,  the  published  results  of  the  Brookings-ICF  Long- 
Term  Care  Simulation  Model  show  that  with  some  financing  plans 
most  of  the  future  elderly  could  be  privately  insured  with  long- 
term  care  insurance  products. 

Moreover,  the  initial  estimates  of  the  percentage  reduction  in 
Medicaid  costs  that  were  encapsulated  in  the  sentence  I  read  were 
topped  by  a  factor  of  3  or  4  to  1  in  other  results  published  in  the 
book.  In  short,  the  press  coverage  and  the  congressional  testimony, 
as  I  have  been  able  to  see  it,  did  not  do  justice  to  the  richness  of 
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results  that  were  published  by  Wiener  and  Rivlin  in  their  quite 
good  book. 

Point  No.  2,  the  Brookings-ICF  model  shows  that  the  size  of  the 
long-term  care  financing  problem  over  the  long  run  may  be  much 
less,  or  much  more  than  a  single  estimate  suggests.  And  that,  cor- 
respondingly, private  capacity  to  purchase  long-term  care  insur- 
ance may  be  much  more,  or  much  less,  than  most  who  have  not 
read  the  Brookings  reports  carefully  believe  to  be  the  case. 

As  with  all  large-scale  simulation  models,  certain  assumptions 
made  in  the  programming  and  projections  can  have  critical  impact 
in  changing  the  conclusions  of  the  simulation  model. 

I  was  just  at  a  conference  last  week  of  public  policy  researchers, 
and  we  had  a  panel  on  simulation  models  (including  Josh's  col- 
league, Gary  Burtless),  and  one  of  the  points  we  all  made  was  that 
a  major  responsibility  for  microsimulation  researchers  is  to  place 
heavy  emphasis  on  the  range  of  outcomes  that  can  emerge  with 
various  plausible  assumptions  about  such  key  variables  in  this  case 
such  as  the  rate  at  which  disability  will  necessitate  long-term  care 
needs  in  the  future  population,  and  the  rate  at  which  long-term 
care  inflation  will  rise  relative  to  other  inflation  over  time.  They 
can  make  very  big  differences  in  the  simulation  output. 

Point  No.  3,  it  is  premature  to  conclude  that  microsimulation 
models  to  this  point  have  in  any  way  exhausted  the  supply  of  pri- 
vate sector  proposals  for  financing  long-term  care. 

We  are  going  to  hear  from  Stanley  Wallack  today,  who  has  been 
looking  with  his  own  simulation  model  at  other  plans.  There  are  a 
wide  variety  of  proposals.  Virtually  every  month  we  read  about  an 
innovative  idea,  or  a  new  kind  of  plan  starts  being  marketed.  We 
are  in  a  period  of  a  great  change  and  we  have  a  great  deal  to  find 
out  about  the  promise  of  these  new  private  sector  ventures. 

One  of  the  things,  for  example,  I  would  like  to  know  out  of  both 
of  the  simulation  models  is  how  much  long-term  care  insurance 
could  be  purchased  if  the  elderly,  and  perhaps  people  before  they 
reach  their  retirement  years,  simply  dipped  into  some  of  their  sav- 
ings, in  order  to  pay  long-term  care  insurance  premiums.  To  my 
knowledge,  the  results  of  such  simulation  runs  have  not  been  pub- 
lished. 

Point  No.  4,  and  this,  I  think,  is  in  some  sense  a  summary  point 
and  most  fundamentally  important — there  is  as  yet  no  consensus 
in  the  research  community  on  future  private  capacity  to  finance 
long-term  care  insurance.  We  have  been  at  a  variety  of  confer- 
ences, in  a  variety  of  settings,  with  a  fair  amount  of  disagreement 
on  this  issue.  I  suspect  you  would  have  disagreement  today  among 
all  three  of  us  on  this  central  question,  which  is  so  important  to 
the  workings  of  the  panel. 

Let  me  share  with  you  some  final  thoughts.  The  first  I  think  is 
an  important  one,  because  it  relates  to  new  data  results  that  are  in 
the  process  of  being  made  available  and  how  we  might  interpret 
them.  Namely,  we  must  distinguish  between  what  people  can 
afford  in  purchasing  long-term  care  insurance  and  what  they 
would  choose  to  purchase  as  long-term  care  insurance. 

The  original  argument  calling  for  public  long-term  care  insur- 
ance was  based  on  the  proposition  that  at  best  most  elderly  people 
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would  not  be  able  to  afford  buying  long-term  care  insurance.  They 
would  not  have  the  private  capacity. 

It  is  one  thing  to  justify  a  program  based  on  financial  incapacity 
to  buy  long-term  care  insurance.  It  is  another  to  base  a  program  on 
unwillingness  to  buy  long-term  care  insurance.  I  do  not  prejudge 
whether  that  would  be  justified  in  the  latter  case,  but  merely  raise 
the  point.  Those  are  two  very  different  justifications. 

Second,  I  have  been  following  rather  closely  how  this  debate  has 
been  played  out  in  your  setting,  in  the  media,  among  gerontolo- 
gists,  and  among  policy  researchers.  One  thing  strikes  me  very 
clearly — it  is  not  obvious  what  the  problem  is.  That  is  not  to  say 
that  there  is  not  a  problem,  but  there  have  been  many  different 
definitions  of  the  problem,  and  perhaps,  they  would  require  differ- 
ent solutions  or  policy  interventions. 

Is  it  the  size  of  total  long-term  care  costs  we  can  expect  in  30 
years?  Is  it  the  size  of  Medicaid  costs,  if  we  have  no  policy  changes? 
Is  it  the  affordability  of  long-term  care  insurance?  Is  it  the  number 
of  people  who  actually  become  impoverished  when  they  are  faced 
with  the  onset  of  the  need  for  long-term  care?  Or  is  it  something 
else? 

One  of  the  things  I  hope  the  Commission  does  is  clarify  precisely 
what  the  public  policy  problem  is  in  making  its  recommendations. 

Finally,  let  me  share  a  thought  about  specifying  what  is  an  ade- 
quate private  long-term  care  insurance  product.  One  of  the  things 
obvious  to  me  in  discussing  this  issue  is  that  people  have  very,  very 
different  definitions  of  the  kinds  of  protection  they  feel  are  ade- 
quate. Some  would  like  a  traditional  catastrophic  cost  backup,  per- 
haps with  a  requirement  for  them  to  spend  several  thousand 
dollars  in  a  nursing  home  before  the  long-term  care  insurance  ben- 
efits kick  in.  Others  would  like  more  close-in  protection,  perhaps 
after  a  month  in  a  nursing  home.  Those  are  very  different  kinds  of 
policies,  which  would  have  very  different  kinds  of  price  structures. 

I  would  not  presuppose  my  ability  to  predict  what  the  market 
will  signal  in  terms  of  what  consumers  want  on  this.  And  I  would 
encourage  the  Commission  to  consider,  and  my  fellow  researchers 
to  consider,  a  wide  variety  of  plans  in  reporting  potential  long-term 
care  insurance  affordability  in  the  future. 

Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Jacobs  follows:] 
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I  Introduction  and  Major  Conclusions 

There  has  been  a  good  deal  of  position  taking  on  the  various 
issues  related  to  long-term  care  financing.     Some  hold  that 
government  takeover  of  a  larger  portion  of  the  costs  is  both 
inevitable   (because  individuals  will  not  privately  be  able  to 
afford  the  looming  financial  burdens)    and  appropriate   (as  a 
natural  component  of  the  social  insurance  health  program  we  have 
for  the  aged) .     Others  argue  that  private  sector  developments 
will  be  able  to  provide  protection  against  the  catastrophic 
expenses  of  long-term  care  for  most  Americans.     Unfortunately  the 
supply  of  proposals,   both  public  and  private,    is  large  relative 
to  the  knowledge  base  upon  which  persuasive  argument  must  be 
built. 

To  be  sure,   research  over  the  last  decade  has  reduced  the 
uncertainty  within  which  the  policy  debate  is  carried  out.  Thus, 
for  example,   we  now  know  that  the  economic  status  of  the  elderly 
population  has  improved  markedly,   and  that  the  aged  are  no  longer 
a  disproportionately  disadvantaged  group   (Jacobs,  forthcoming). 
As  well,  the  improbability  of  a  long-term  nursing  stay  is  now 
seen  by  many  theoretically  as  an  insurable  event   (Rivlin  and 
Wiener,   1988).     However  to  stick  with  these  examples,  we  do  not 
know  whether  the  future  elderly  could  exhibit  the  level  of  demand 
to  support  a  private  long-term  care  insurance  industry  that  will 
protect  most  against  financial  catastrophe. 

The  potential  long  run  impact  of  a  particular  policy 
intervention   (or  the  absence  of  one)    in  the  area  of  long-term 
care  is  difficult  to  gauge  without  a  model  of  individual  and 
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institutional  behavior  that  takes  into  account  both  the 
developing  trends  that  will  circumscribe  the  economic 
possibilities  and  the  relationships  between  the  various  actors. 
For  that  purpose,  microsimulation  may  hold  some  real  promise  in 
deciding  some  disagreements  about  factual  premises  .and  at  least 
clarifying  others. 

The  Brookings/ICF  microsimulation  model  has  appropriately 
received  a  great  deal  of  attention  in  the  policy  making  community 
since  it  is  the  first  significant  effort  to  answer  questions  like 
this.     As  one  who  has  discussed  a  variety  of  the  modeling  issues 
with  the  researchers  since  the  inception  of  this  effort   (and  the 
research  preceding  it  at  ICF)   and  as  a  member  of  the  ASPE 
Technical  Advisory  Panel  reviewing  the  revision  of  the  model  for 
the  Department  of  Health  and  Human  Services  I  am  quite  familiar 
with  its  inner  workings.     I  have  followed  with  great  interest  the 
publication  and  dissemination  of  the  model's  first  results  and  of 
their  interpretation  by  decision  makers,  the  press,   and  interest 
groups.     While  I  believe  the  Brookings/ICF  team  has  made  a  real 
contribution  to  the  debate  on  long-term  care  policy,   it  is  very 
important  for  the  work  of  the  Commission  to  understand  what  the 
first  results  of  the  model  actually  were  and  to  place  their 
findings  in  a  broader  context  of  how  microsimulation  models 
should  be  used. 

There  are  four  major  points  I  would  like  to  make  this 
morning : 

1.       The  most  widely  disseminated  finding  of  the 
model   (i.e.,   that  a  majority  of  the  elderly 
in  the  future  could  not  be  covered  by  private 
long-term  care  insurance) ,   does  not  do 
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justice  to  the  richness  of  the  results 
reported  in  Caring  for  the  Disabled  Elderly 
(Rivlin  and  Wiener,   1988) .     Specifically,  the 
model  shows  that  with  some  financing  plans 
most  of  the  future  elderly  could  be  privately 
insured. 

2.  As  with  all  large  scale  microsimulation 
models,   the  results  of  the  Brookings/ICF 
model  are  highly  sensitive  to  certain  key 
assumptions   (e.g.,  how  disability  rates 
change  over  time  and  what  the  relative  rate 
of  inflation  in  nursing  home  costs  will  be) . 
The  Brookings/ICF  model  shows  that  the  size 
of  the  long-term  care  financing  problem  may 
be  much  less   (or  more)   than  a  single  estimate 
suggests  and  that,   correspondingly,  private 
capacity  to  purchase  insurance  may  be  more 
(or  less)   than  most  who  have  not  read  their 
book  and  reports  carefully  believe  to  be  the 
case . 

3.  Virtually  every  month  private  long-term  care 
financing  options  are  being  proposed  or 
marketed.     Whether  they  be  new  insurance 
products,  pension-related  premium  coverage, 
innovative  home  eguity  conversion  plans  or 
others,   there  are  a  significant  number  of 
possible  financing  mechanisms  that  might  be 
modeled  using  microsimulation.     Indeed,  there 
are  a  few  obvious,   and  simple,   approaches  to 
private  financing  that  have  not  yet  been  run 
through  the  model   (or  not  yet  been  reported) . 
These  would  include  the  partial  use  of  cash 
assets  to  help  pay  insurance  premiums  for 
example.     It  is  much  too  premature  to 
conclude  that  the  use  of  microsimulation  has 
exhausted  the  supply  of  private  financing 
options . 

4.  Other  microsimulation  modeling  efforts  that 
touch  on  the  area  of  long-term  care  finance 
are  now  underway.     The  dissemination  and 
discussion  of  their  results  will  sharpen  the 
debate  about  what  the  data  tell  us. 
Researchers  on  long-term  care  in  their 
response  to  the  Brookings/ICF  model  have 
clearly  shown  there  to  be  some  significant 
areas  of  disagreement  regarding  key 
assumptions  and  modeling  strategy.     There  is 
as  yet  no  consensus  in  the  research  community 
on  future  private  capacity  to  finance  long- 
term  care  insurance.     The  Brookings/ICF 
research  effort  has  made  a  major  contribution 
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in  beginning  this  dialogue.     However,  there 
will  be  much  give  and  take  to  follow. 

Model itta  Long-Term  Care  Finance 

The  first  major  attempt  to  simulate  possible  future 
scenarios  in  the  financing  of  long-term  care  is  the  development 
of  a  computer  model  by  staff  at  the  Brookings  Institution,  under 
the  direction  of  Joshua  Wiener,  and  at  ICF,   Inc.  under  the 
direction  of  David  Kennell.     Using  Monte  Carlo  simulation 
techniques,   the  model  projects  over  a  35  year  period  (1986-2020) 
the  income  and  assets  of  the  elderly  population,  their  need  for 
and  use  of  long-term  care,   and  how  this  care  will  be  financed 
under  various  scenarios  of  public  and  private  sector  initiatives. 
The  initial  set  of  results  was  published  in  1988   (Rivlin  and 
Wiener) .     Figure  I  lists  the  extensive  microdata  sets  that  were 
used  to  estimate  parameters  in  the  original  model  and  those  that 
are  currently  being  incorporated  as  the  model  is  updated  and 
revised. 

The  Brookings/ICF  model  has  received  a  great  deal  of 
attention  and  has  played  an  important  role  in  the  policy  debate. 
This  is  true  in  no  small  part  because  it  is  a  yeoman  effort  to 
grapple  with  an  extremely  complicated  set  of  issues  with  the  best 
data  yet  available.     It  is  also  true,  however,  because  the  issue 
has  been  pushed  to  the  front  burner  among  those  who  participate 
in  policy  making  and  because  its  first  findings  have  been  widely 
used  to  buttress  a  particular  policy  position  —  the 
establishment  of  a  major  social  insurance  program  to  cover  much 
of  the  cost  of  long-term  care.     How  the  model's  results  have  been 
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structured  and  communicated  illuminates  some  of  the  difficulties 
of  using  simulation  models  and  suggests  some  lessons  for  the 
future  discussion  of  the  issues  surrounding  this  area  of  public 
policy. 

In  the  context  of  these  brief  remarks  it  is  impossible  to  do 

justice  to  the  richness  of  analysis  and  discussion  that  has 

emerged  from  the  Brookings/ICF  model.     I  recommend  to  those 

interested  the  major  publicly  available  documents   (Kennell  et. 

al.,    1988;  Rivlin  and  Wiener,    1988;  Wiener  and  Rubin,    1989).  For 

purposes  of  this  discussion,   I  would  like  to  focus  on  perhaps  the 

major  policy  conclusion  of  the  book,  which  called  for  a  public 

long-term  care  insurance  program.     The  logic,   as  developed  from 

analysis  of  the  model's  simulation,   is  as  follows: 

The  rationale  for  public  long-term  care 
insurance  is  that  the  use  of  long-term  care 
is  a  normal,    insurable  risk  of  growing  old, 
but  that  the  private  insurance  market  is 
unable  to  provide  adequate  coverage  at  a 
price  affordable  by  most  of  the  elderly. 
(Rivlin  and  Wiener,    1988,   p.  210). 

The  central  output  of  the  Brookings/ICF  simulation  model  is 

an  accounting   (based  on  five  year  averaging)   of  how  nursing  home 

and  other  long-term  care  costs  would  be  distributed  among  public 

and  private  sources  over  the  period  from  1986  to  2020  using 

various  scenarios  of  private  sector  initiatives  such  as  long-term 

care  insurance,   continuing  care  retirement  communities,  home 

equity  conversion,   and  others.     In  order  to  estimate  the 

potential  impact  of  these  plans,  a  base  case  is  first  estimated, 

assuming  no  new  public  or  private  sector  plans.     Thus,  for 

example,   the  base  case  as  estimated  by  the  model  indicates  that 
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in  the  period  from  2016  to  2020,  yearly  nursing  home  expenditures 
would  be  just  over  $98  billion  (in  1987  dollars)   thus  tripling 
the  costs  of  the  1986-1990  period.     These  monies  would  include 
$46  billion  in  Medicaid  outlays,   $1.6  billion  from  Medicare,  $29 
billion  from  patients'  cash  incomes  and  $22  billion  from  their 
assets.     Of  these  components,  Medicaid  expenditures  would  go  up 
the  most  —  227  percent  (Rivlin  and  Wiener,   1988,  p.  42). 

The  introduction  of  a  private  sector  financing  option  could 
change  both  the  magnitude  and  the  distribution  of  these  costs. 
By  simulating  the  degree  to  which  these  figures  would  be  so 
affected  into  the  future,   some  judgments  can  be  made  about 
viability  of  each  of  the  options  in  helping  to  pay  for  long-term 
care.     While  prior  research  estimated  the  current  ability  of  the 
elderly  to  pay  for  long-term  care,   and  in  some  cases  for 
insurance   (Cohen  et.   al.,   1987;  ICF,   Inc.,   1984;  Jacobs,  1984; 
Jacobs,   1986;  Jacobs  and  Weissert,   1987;  Moon,   1984;  Moon  and 
Smeeding,   1989) ,   the  Brookings/ICF  results  are  the  first  serious 
efforts  to  project  private  financing  capacity  into  the  period  in 
which  the  magnitude  of  total  long-term  care  costs  will  inevitably 
increase  substantially. 

Af fordability  of  Long-Term  Care  Insurance 

To  illustrate  the  sort  of  analysis  done  with  the  model,  we 
can  consider  one  of  the  insurance  plans  Brookings/ICF  explored. 
Based  on  an  actual  product   (then)   recently  put  on  the  market,  it 
would  cover  up  to  six  years  of  nursing  home  care  after  a  100-day 
deductible  and  a  prior  hospitalization,  providing  a  fixed 
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indemnity  payment  of  $50  per  day  with  a  limited  inflation 

t 

adjustment  after  the  first  year.     Among  people  aged  67  or  more, 
those  who  could  pay  the  premium  with  five  percent  or  less  of 
their  income   (and  who  had  had  at  least  $10,000  in  assets)  were 
assumed  to  purchase  the  plan. 

The  simulations  showed  that  in  the  period  2016-2020  a  market 
of  but  one  quarter  of  the  elderly  population  could  possibly 
emerge.     Only  seven  percent  of  nursing  home  costs  could  be 
covered  by  this  private  insurance  plan  and  Medicaid  costs  would 
only  be  reduced  by  one  percent   (compared  with  the  base  case) .  A 
second  insurance  plan,   with  lower  benefits  and  premiums,   but  a 
larger  potential  market,  would  cut  Medicaid  costs  by  five 
percent.     Though  several  other  plans  for  financing  private  long- 
term  care  insurance  were  reported  in  the  book,   the  results  from 
these  two  simulations  received  the  greatest  attention. 

Exhibit  I  details  a  sequence  of  communications  that  emerged 
from  the  dissemination  of  these  findings.     Attention  was  clearly 
riveted  on  the  notion  that  most  of  the  elderly  couldn't  be 
privately  insured  and  that  such  insurance  would  not  appreciably 
reduce  Medicaid  outlays.     However,   the  wording  used  by  the  New 
York  Times  and  by  AARP  is  not  quite  what  was  reported  in  the 
book.     While  the  findings  described  in  the  testimony  might  leave 
the  impression  that  these  represented  the  outer  limits  of  private 
sector  capacity,   results  from  some  other  simulations  reported  in 
the  book  said  otherwise. 

In  fact  the  Brookings/ICF  model  was  used  to  analyze  a 
variety  of  approaches  to  buying  long-term  care  insurance, 
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EXHIBIT  I 


...we  estimate  that  by  2016-2020,   at  best,  private  long-term  care 
insurance  aimed  at  those  aged  65  and  older,  may  be  affordable  by 
26-45  percent  of  the  elderly,  may  account  for  7-12  percent  of 
total  nursing  home  expenditures  and  may  reduce  Medicaid 
expenditures...  by  2-5  percent. 

-  Alice  Rivlin  and  Joshua  Wiener 
in  Congressional  testimony* 


Ms.   Rivlin  and  Mr.  Weiner  estimate  that  under  the  most 
optimistic  assumptions  private  insurance  would  cover  no  more  than 
4  5  percent  of  the  elderly  and  pay  no  more  than  12  percent  of 
nursing  home  costs. 

-  New  York  Times  editorial** 


"Private  approaches  are  unlikely  to  be  affordable  to  a 
majority  of  the  elderly,"  say  Alice  Rivlin  and  Joshua  Wiener... 
At  best,   they  say,   between  26  percent  and  45  percent  of  older 
Americans  will  be  able  to  afford  long-term  care  insurance  by  the 
year  2020.     However,   such  coverage  would  account  for  only  7  to  12 
percent  of  total  nursing  home  expenditures... 

-  AARP  News  Bulletin*** 


*  Testimony  of  Alice  Rivlin  and  Joshua  Wiener  before  the  U.S. 
Senate  Budget  Committee,  March  17,  1988. 

**  "The  Good  News  About  Nursing  Homes,"  New  York  Times,  June  13, 
1988 


***  quoted  in  Steven  Pressman,  "The  Long-Term  Care  Debate,"  AARP 
News  Bulletin.   May,  1988. 
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including  initiating  payments  during  the  working  years  (hence 
allowing  for  lower  yearly  premiums) ,   and  converting  home  equity 
(where  most  of  the  elderly 's  assets  are  tied  up)   into  income 
through  reverse  mortgages  to  pay  premiums.     In  each  case,  the 
impact  on  public  and  private  outlays  was  estimated.     Table  I 
summarizes  some  of  these  and  other  results.     The  lower  portion  of 
the  table  includes  simulations  done   (after  the  book  was 
completed)   under  contract  with  the  Department  of  Health  and  Human 
Services,  using  a  revised  model  that  reflected  the  potential 
impact  of  the  Medicare  Catastrophic  Coverage  Act  and  updated 
insurance  premiums   (Kennell  et.   al . ,   1988).     The  ASPE  report  did 
not  include  simulations  of  the  use  of  home  equity  to  pay 
insurance  premiums.     However,   the  insurance  simulations  in  the 
lower  portion  of  the  table  allow  for  purchase  before  the 
retirement  years  are  reached.     In  all  of  the  simulations,  the 
effect  of  insurance  in  reducing  the  money  spent  out-of-pocket 
from  assets  was  greater  than  the  effect  reducing  payments  out-of- 
pocket  from  cash  income. 

There  is  significantly  more  variation  in  the  potential 
impact  of  long-term  care  insurance  as  estimated  by  the 
Brookings/ICF  model  than  has  been  reported  in  the  popular  press 
or  is  reflected  in  Congressional  documents  I  have  seen.  Instead 
of  a  maximum  coverage  of  45  percent  of  the  elderly  population  in 
2016-2020,  we  see  a  figure  of  nearly  63  percent.     The  potential 
percentage  of  nursing  home  costs  covered  by  insurance  is  nearly 
twice  as  high   (22.8  vs.   11.7  percent)   as  previously  reported  by 
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the  press.     Potential  reductions  in  Medicaid  outlays  could  by 
four  times  as  as  much  (20  vs.   5  percent)   as  reported. 

In  part,  the  focus  on  a  narrower  set  of  figures  reflects  the 
necessity  of  boiling  down  a  great  amount  of  information  to  focus 
on  key  results  —  something  true  of  all  large  scale  research 
efforts.     However,  my  view  is  that  three  factors  aggravated  the 
situation  in  this  case. 

First,   and  perhaps  most  important  for  this  discussion,  is 
the  complexity  of  this  pioneering  microsimulation  research 
effort.     The  myriad  of  details  in  the  research  decisions  that  had 
to  be  made  and  the  wide  variety  of  simulations  reported  require  a 
great  deal  of  time  to  absorb.     Though  these  are  reported  at  great 
length  in  the  book,   few  people  participating  in  the  policy  debate 
have  the  incentive  to  wrestle  with  these  matters  given  the  costs 
involved.     A  second,   related,  point  is  that  there  was  little,  if 
anything,  with  which  to  compare  the  research  results.  The 
magnitude  of  effort  involved  in  producing  such  a  computer  model 
makes  entry  into  this  research  marketplace  a  difficult  step. 
(Fortunately,   some  efforts  are  underway  to  remedy  this  gap.) 

The  third  factor  is  not  directly  related  to  the 
Brookings/ICF  simulation  per  se,  but  to  the  political  context 
into  which  the  results  were  released.     In  addition   (and  related) 
to  the  fact  that  1988  was  a  presidential  election  year,   a  major 
lobbying  campaign  was  underway  to  place  a  new  public  long-term 
care  program  on  the  political  agenda.     As  might  be  expected,  the 
use  of  this  study's  findings  was  long  on  drama  and  short  on 
circumspection.     Simply  put,  the  resulting  reportage  did  not  do 
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justice  to  the  extensive  discussion  and  more  careful  wording  in 
the  Brookings  book. 


Sensitivity  of  the  Model  to  Key  Assumptions 

One  of  the  important  points  raised  by  Rivlin  and  Wiener,  but 
not  analyzed  at  great  length,   was  the  potential  sensitivity  of 
the  model's  results  to  some  key  assumptions  that  had  to  be  made 
in  specifying  its  parameters.     When  rates  of  change  are 
compounded  over  thirty  years  or  more,   relatively  small  variations 
in  assumptions  can  produce  important  differences  in  a  model's 
output  and,   potentially,   in  the  conclusions  drawn  from  it. 

Two  of  the  central  issues  regarding  the  simulation  of  long- 
term  care  costs  are  the  rate  at  which  need  for  such  care  will 
rise  and  the  rate  of  price  increases  over  time.     In  the  base  case 
reported  by  Rivlin  and  Wiener,  while  life  spans  are  extended  over 
time  as  mortality  rates  decline,   age-specific  morbidity  rates  are 
assumed  to  remain  constant.     Hence,   the  total  time  an  average 
person  would  need  long-term  care  will  increase  over  the  thirty 
plus  years  of  the  simulation.     Nursing  home  prices  were  assumed 
to  increase  5.8  percent  per  year,  they  being  set  to  egual  the 
Social  Security  actuaries'  middle   (II-B)   estimates  of  the  long 
run  increases  in  wages  and  other  compensation  in  the  entire  work 
force.     This  is  equivalent  to  a  1.8  percent  real  yearly  increase 
in  prices,  which  compounds  to  nearly  90  percent  real  over  the 
period  of  the  simulation. 

Changes  in  these  assumptions  have  major  impact  on  the 
Brookings/ICF  base  case.     Table  II  details  the  magnitude  of  these 
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TABLE  II 

SENSITIVITY  OF  TOTAL  NURSING  HOME  COSTS 
AND  MEDICAID  OUTLAYS  FOR  NURSING  HOMES  IN  2016-2020 
TO  ASSUMPTIONS  ABOUT  INFLATION  AND  DISABILITY  RATES* 


Total  Nursing  Home  Costs   ($1987  billions) 
Disability  Rates 


Nursing  Home 
inflation  rates 


low*** 

base  case 

hiqh 

low** 

66. 1 
(-33%) **** 

base  case 

74.0 
(-25%) 

98.  1 

120. 85 

(+23%) 

high 

145.4 

(+48%) 

Total  Medicaid  Outlays  for  Nursing  Homes 
low** 


Nursing  Home 
inflation  rates 


medium 
high 


23  .  6 

f-49%' 


46.2 


84  .  1 

(+82%' 


*  Figures  derived  from  Rivlin  and  Wiener. 

**        Nursing  home  prices  increase  at  4.4,  5.8,  and  7.2  percent 

yearly  for  low,  base  case,  and  high  categories  respectively 
(or  .4,   1.8,  and  3.2  percent  real). 

***      In  the  low  disability  rate  scenario,  disability  rate 
declines  match  projected  mortality  rate  declines.     In  the 

base  case,  mortality  rates  decline  but  disability  rates 
remain  the  same  over  time.     In  the  high  disability  rate 
scenario,  disability  rates  increase  at  the  same  rate 
mortality  rates  decline. 


****     Percentage  difference  from  the  base  case. 
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shifts  as  reported  in  the  book.     The  dimensions  of  the  long-term 
care  financing  problem  are  obviously  going  to  be  fundamentally 
affected  by  long  run  variations  in  health  and  prices.     Thus,  for 
example,   if  disability  rates  decline  over  the  long  run,  Rivlin 
and  Wiener  estimate  that  total  nursing  home  costs  could  be 
reduced  by  a  quarter.     With  somewhat  lower  inflation  rates  in 
nursing  homes,   total  Medicaid  outlays  could  be  nearly  one  half 
(49  percent)   lower  than  the  model's  projection.     On  the  other 
hand,   a  very  high  inflation  rate  could  mean  total  nursing  home 
costs  nearly  one  half   (48  percent)   higher  than  the  most  used 
public  estimate.     As  Rivlin  and  Wiener  point  out,   the  evidence  on 
changes  in  morbidity  rates  is  mixed.     One  study  summarizing 
previous  research,   and  adding  its  own  analysis,   suggests  that 
constant  morbidity  rates  are  a  reasonable  assumption  (Porterba 
and  Summers,    1987) .     However,   this  conclusion  may  be  pessimistic 
(Newhouse,   1987) .     Any  major  breakthrough  in  research  on 
Alzheimer's  or  Parkinson's  disease  may  necessitate  a  shift  in  the 
specification  of  this  important  parameter. 

Nursing  home  prices  are  perhaps  even  more  difficult  to 
predict.     There  are  reasonable  arguments  to  be  made  on  both 
sides,  though  it  seems  unlikely  that,   over  the  long  run,  Medicaid 
reimbursements  will  be  allowed  to  rise  at  an  average  annual  rate 
of  much  over  2  percent  real.       Some  argue  that  much  of  the  cost 
of  nursing  homes  is  in  low  skilled  labor,  whose  compensation  has 
not  risen  as  fast  as  that  for  the  general  work  force.  Moreover, 
large  increases  in  input  costs  might  provide  an  incentive  for 
innovation  to  increase  efficiency   (especially  if  government  and 
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private  insurance  reimbursement  is  held  down) .     In  point  of  fact, 
the  initial  Brookings/ICF  model  simulations  used  the  lower  (.4 
percent  real)    inflation  rate. 

The  case  for  a  higher  inflation  rate  is  made  perhaps  most 
strongly  by  those  in  the  Office  of  the  Actuary  who  are 
responsible  for  projecting  Medicare  and  Medicaid  costs.  They 
cite  the  role  of  increased  intensity  in  the  rise  of  nursing  home 
reimbursement,  which  adds  to  the  impact  of  rising  input  prices. 
However,   one  should  note  the  institutional  incentive  in  this  case 
not  to  underestimate  outlays.     Moreover,    if  the  nature  of  service 
is  changing,   which  may  be  appropriate   (Institute  of  Medicine, 
1986) ,   we  should  be  cognizant  of  the  fact  that  the  simulated 
prices  in  the  out  years  are  for  a  substantially  better  level  of 
service  than  is  now  supplied  in  nursing  homes. 

The  Rivlin/Wiener  book  did  not  generally  report  what  the 
impact  of  private  sector  initiatives  would  be  in  an  environment 
with  lower   (or  higher)    rates  of  inflation  or  disability. 
However,   some  sensitivity  analysis  was  done  for  ASPE,  with  a 
focus  on  the  possible  impact  of  insurance  on  nursing  home 
financing.     Table  III  details  some  of  the  results.     We  see  that 
in  the  event  of  price  or  morbidity  rates  lower  than  assumed  in 
the  base  case,   public  sector  expenditures  would  account  for  a 
significantly  lower  portion  of  total  costs   (and,   of  course,  would 
have  risen  much  less  dramatically) .     Most  of  the  elderly  could  be 
insured,   and  their  out-of-pocket  outlays  would  be  reduced  as  a 
result . 
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It  is  impossible  to  know  which  of  the  scenarios  will  be  most 
accurate.     However,   one  clear  message  of  this  exercise  is  that 
policy  conclusions  emerging  from  the  simulation  may  be  quite 
sensitive  to  certain  key  assumptions.     The  lesson  I  would  draw  is 
that  results  should  be  presented  with  variations  to  illustrate 
the  impact  of  central  assumptions.     The  policy  debate  would  thus 
be  aided  as  focus  could  be  directed  at  the  major  factual  premises 
underlying  the  interpretation  of  results.     In  any  projections  of 
this  length,   there  is  bound  to  be  room  for  disagreement  and 
discussion   (Light,   1985) .     I  would  encourage  the  Brookings/ICF 
team  to  present  a  variety  of  projections  as  they  report  results 
from  their  newly  revised  model. 

One  of  the  obvious  facts  about  some  of  the  behaviors  modeled 
in  the  simulation  of  long-term  care  finance  is  that  they  will 
affect  each  other.     In  the  real  world  they  are  endogenous.  Since 
prices  and  supply  of  nursing  homes   (and  home  care)   affect  each 
other  and,   in  turn,   affect  and  are  affected  by  government 
policies  and  private  insurance,  there  is  room  for  much  more 
refinement  in  the  simulation  model.     I  do  not  know  how  the 
results  might  change.     However,   it  is  quite  important  to  feed  in 
some  assumptions  about,    for  example,   the  level  of  induced  demand 
that  might  emerge  in  a  more  heavily  insured  population.  Happily, 
efforts  are  underway  to  address  this  and  other  related  issues. 

When  the  story  is  eventually  written,   I  believe  the  general 
assessment  will  be  that  the  Brookings/ICF  simulation  model  will 
have  made  a  major  contribution  to  the  discussion  of  long-term 
care  finance  among  policy  researchers  and  government  officials. 
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In  part,  this  is  because  in  interpreting  its  findings  scholars 
and  practitioners  will  be  forced  to  specify  the  exact  nature  -of 
the  "problem."     Is  it  the  total  level  of  public  expenditures,  the 
ability  of  private  sector  options  to  reduce  them,  the  number  of 
individuals  who  could  protect  themselves  against  a  financial 
catastrophe,   or  something  else?     As  well,  the  availability  of  the 
model  to  other  researchers  will  allow  for  further  sensitivity 
testing  about  assumptions  and  relationships  between  variables. 

To  be  sure,   as  with  other  large  scale  simulation  models 
there  is  likely  to  be  continuing  intellectual  conflict  (Kraemer 
et.   al.,    1987).     However,   we  will  be  better  informed  as  a  result. 
Finally,   I  look  forward  to  the  development  of  competing  models, 
which  will  increase  the  amount  of  information  available  to  be 
considered  in  the  public  debates  and  may  force  all  parties  to 
confront  more  directly  the  underlying  modeling  issues. 
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Chairman  Rockefeller.  Mr.  Wallack? 

STATEMENT  OF  STANLEY  S.  WALLACK,  PRESIDENT,  LIFEPLANS, 
INC.  AND  DIRECTOR,  BIGEL  INSTITUTE,  BRANDEIS  UNIVERSITY 

Mr.  Wallack.  Thank  you. 

I  am  very  happy  to  be  here.  The  last  time  I  had  an  opportunity 
to  talk  to  Members  of  Congress  on  this  issue  when  I  was  at  the 
Congressional  Budget  Office,  about  12  years  ago.  As  we  started  to 
write  papers  on  long-term  care  insurance  there  were  very  few 
people  in  Congress  to  talk  to.  So,  I  really  appreciate  this  opportu- 
nity. I  have  a  prepared  testimony  which  I  hope  will  go  into  the 
record.  I  would  like  to  highlight  some  of  the  issues  included  in  the 
testimony. 

I  have  been  working  and  looking  at  this  issue  for  a  number  of 
years,  ever  since  1976  actually.  And  about  2  years  ago,  I  had  a  sab- 
batical from  Brandeis  University  and  decided  to  set  up  a  private 
company  to  work  with  private  insurers  in  developing  long-term 
care  insurance  plans.  We  have  worked  with  a  number  of  insurance 
companies  over  the  last  2  years  in  developing  products  in  the  group 
market  and  in  the  individual  market. 

As  Josh  Wiener  was  saying,  it  is  an  emerging  industry  right  now, 
with  a  lot  of  interest  from  the  private  sector. 

So  to  place  my  comments  in  context,  I  have  been  both  looking  at 
this  issue  from  the  public  and  private  sides. 

The  model  that  I  have  been  asked  to  talk  about  is  the  LifePlans 
version  of  how  one  should  look  at  the  long-term  care  market.  In 
particular,  the  model  that  I  am  going  to  be  describing  today  is  one 
that  estimated  at  long-term  care  costs  and  utilization  and  tried  to 
look  at  the  potential  of  the  private  insurance  market,  and  with  this 
model  asked  what  would  Government  policies  do  to  affect  the 
growth  of  private  insurers. 

My  major  emphasis  today  is  on  the  demand  for  private  insur- 
ance and  its  growth.  But  before  I  do  that,  I  would  like  to  take  this 
opportunity  to  present  the  overall  model  and  framework  in  which 
LifePlans  is  looking  at  the  potential  of  the  private  insurance 
market.  After  I  present  the  model  and  some  of  the  results,  I  would 
like  to  raise  a  few  points  that  fall  out  of  the  analysis. 

First  of  all— and  there  are  a  lot  of  tables  and  graphs  that  you 
have — let  me  make  three  or  four  points  on  the  model  which  I  think 
are  very  important. 

What  the  model  is  trying  to  do,  and  it  is  very  different  from 
other  models  that  are  circulating  around  Washington — is  depict 
the  interaction  between  public  and  private  financing.  I  think  this 
Commission  and  Congress  certainly  realizes  now,  after  the  repeal 
of  the  catastrophic  bill,  that  as  you  legislate  more  on  social  welfare 
issues  that  you  can  no  longer  develop  public  program  in  a  vacuum. 
There  is  a  large  insurance  industry  out  there  that  provides  some 
similar  benefits. 

If  you  are  going  to  understand  what  the  public  policy  change  is 
going  to  do  you  need  to  understand  both  what  the  private  market 
is  doing  currently  and  how  it  will  react  to  public  sector  changes. 
These  behaviors  need  to  be  integral  in  any  model  and  the  model 


52 


needs  to  be  an  interactive  model.  That  is,  in  fact,  what  we  have 
tried  to  do  in  our  modeling. 

The  other  thing  that  we've  tried  to  do  in  our  modeling,  which  is  I 
think  very  crucial,  is  build  the  private  market  into  the  baseline  of 
the  model.  Right  now  we  think  of  most  business  services  in  the 
United  States  as  belonging  in  the  private  market.  Thus,  I  believe 
we  should  ask  ourselves  what  can,  in  fact,  private  long-term  care 
insurance  do  without  further  governmental  programs. 

This  seems  to  be  the  appropriate  place  to  start.  Twelve  years  ago 
when  I  started  doing  analysis  on  solving  the  financing  problem, 
there  was  no  private  market.  There  wasn't,  as  Josh  Wiener  has 
just  stated.  There  were  no  insurance  carriers  interested.  It  made 
sense  to  talk  about  a  part  C  of  Medicare  or  a  social  insurance  bill. 

It  seems  now,  as  the  private  sector  certainly  has  interest,  that  we 
need  to  start  with  a  different  framework.  We  need  to  put  the  pri- 
vate sector,  first  in  fact,  in  the  model,  and  ask  the  questions  in  a 
different  way.  And  I  have  a  flow  diagram  which  describes  the  way 
the  model  works  now.  Please  refer  to  figure  10. 

We  start  off  with  that  kind  of  system,  what  expenditures  are, 
what  the  costs  are  for  different  individuals,  and  then  build  in  the 
typical  private  insurance  products  that  are  being  offered,  and  try 
to  estimate  their  potential  growth. 

Having  done  that,  we  then  ask  the  question  what  will  the  differ- 
ent proposals,  such  as  the  Mitchell  bill  or  the  Kennedy  bill  (see 
figure  2) — what  will  that  do  to  the  private  market? 

Clearly,  some  of  the  proposed  bills  replace  what  the  private 
market  is  doing — paying  for  catastrophic  benefits.  If  this  happens, 
the  model  looks  at  what  is  going  to  be  the  reaction  in  the  private 
market. 

We  are  trying  to  look  at  a  series  of  decisions,  which  starts  from 
the  private  market,  looks  at  public  interventions  and  then  sees 
what,  in  fact,  the  final  results  of  public  and  private  financing  are. 

The  third  point  about  the  model  which  I  think  is  very  important 
is  that  our  model  is  accessible  to  policymakers;  it  is  a  PC  model. 
We  have  talked  to  some  of  the  staff  on  the  Pepper  Commission 
about  sharing  it  with  them;  we  have  had  them  to  briefings  that  ex- 
plore the  model  and  its  functioning.  It  is  done  on  a  PC  for  a  lot  of 
reasons.  It  first  of  all,  makes  it  accessible  to  people.  Anybody 
taking  on  major  policy  issues  now  in  the  private  sector  and  public 
sector  needs  to  have  a  sense  of  what  the  basic  relationships  are, 
and  particularly  how  they  work.  Because  there  is  a  lot  of  uncer- 
tainty you  need  to  ask  "what  if  questions.  And  what  you  really 
want  to  do  is  what  the  previous  speaker  said,  get  some  sense  about 
the  sensitivity — what  are  your  major  assumptions,  try  to  vary  your 
major  assumptions  and  see  what  the  results  are. 

Because  we  have  developed  our  model  in  a  PC  version,  and  we 
list  the  assumptions,  you — in  the  Congress  and  us,  analysts — can 
change,  for  example,  or  vary  the  assumptions  of  affordability.  We 
can  change  the  benefits  or  eligibility  assumptions  of  the  plan.  And 
you  can,  in  fact,  play  out,  right  on  the  computer  screen  what  the 
impact  of  the  changes  are.  It  is  a  useful  model,  and  at  some  point 
in  the  future,  we  hope  to  share  it  with  the  Commission. 

Because  we  made  the  model  accessible,  and  because  we  wanted 
to  put  it  on  a  PC,  we  don't  use  individuals  as  the  unit  of  analysis. 
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This  is  not  an  individual-based  microsimulation  model.  The  model 
is  built  around  groups.  We  use  40  groups  in  our  model  based  on 
age,  sex,  and  income  status. 

The  initial  results  and  some  of  the  results  of  the  model  are  pro- 
vided in  tables  3,  4,  and  5.  What  is  important  in  the  baseline  model 
and  what  we  use  in  estimating  demand  for  insurance,  is  the  distri- 
bution of  expenditures.  Because  one  of  the  things  you  want  to  ask 
yourself  in  looking  at  the  potential  of  private  insurances  is  wheth- 
er people  are  exposed  to  a  high  level  of  risks,  and  if  so,  what  is  the 
size  of  that  risk.  And,  finally,  is  that  something  they  want  to 
insure  against? 

So  one  of  the  most  important  results  of  our  analysis  is  the  distri- 
bution of  use  and  cost.  The  distribution  is  provided  in  diagram 
form  in  figure  5.  This  becomes  an  input  in  our  model  when  we  look 
at  insurance;  because  when  you  are  asking  about  insurance  and 
why  people  want  to  buy  private  insurance,  you  have  to  ask  yourself 
what  is  the  value  of  buying  private  insurance. 

So  in  effect  you  ask  yourself  the  following  questions:  What  is  the 
value  or  cost  of  private  insurance  versus  what  is  the  risk  or  cost  of 
going  without  private  insurance?  Logic  is  taken  from  traditional  in- 
surance theory  in  which  you  should  ask  the  following  question: 
With  or  without  insurance,  what  is  the  respective  cost  perceived  by 
the  individual. 

We  have  done  the  theoretical  and  empirical  analysis  and  looked 
at  these  distributions.  As  economists  we  know,  and  you,  as  policy- 
makers need  to  know,  that  we  don't  know  how  people  evaluate 
risk.  It  is  very  subjective,  some  people  are  very  risk  averse,  others, 
in  fact,  will  take  all  sorts  of  risks.  They  will  throw  the  dice. 

Insurance,  however,  exists  because  people  are  risk  averse,  in  gen- 
eral. Our  model  basically  builds  in  different  assumptions  of  risk  ad- 
versity and  sees  what  the  effect  is  on  the  purchase  of  insurance. 
The  decision  whether  it  is  a  good  buy  or  a  bad  buy  is  depicted  on 
an  equation.  (See  figure  6.)  What  I  call  A  is  the  cost  without  insur- 
ance and  B  is  with  insurance.  And  A  has  to  be  greater  than  B  if 
people  are  to  purchase  insurance.  That  isn't  the  whole  story. 

We  all  know  that  even  though  people  have — whether  it  is  life  in- 
surance or  disability  insurance — different  individual  preferences. 
Some  people  insure  and  some  people  don't  for  the  same  risk. 

So  what  we  have  done  in  our  analysis  is  allowed  the  propensity 
to  insure  to  vary.  People  can  overinsure,  or  people  can  underin- 
sure.  I  look  at  the  Medi-Gap  market,  for  example,  there  is  an  awful 
lot  of  overinsuring  going  on.  As  I  look  at  the  long-term  care 
market,  I  see  underinsurance  going  on.  We  want  to  get  a  sense  of 
this  and  understand  it,  that  is  the  attitude  toward  risk  protection 
for  long-term  care. 

When  we  do  our  analysis,  we  start  off  with  this  economic  pur- 
chase model  of  insurance,  and  apply  it  to  those  that  can  afford  in- 
surance. My  numbers  on  affordability  aren't  very  different  from 
Bruce's  and  Josh's.  See  table  9  and  table  9-A,  which  show  what  we 
believe  is  the  range  of  affordability  for  the  current  elderly  by  age 
group.  Including  income  and  bringing  in  assets,  these  are  our  esti- 
mates. People  may  put  into  our  model  different  estimates  on  af- 
fordability. 
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I  think  our  numbers  actually  are  fairly  conservative.  We  are 
working,  as  I  said,  with  a  number  of  private  insurance  companies 
and  I  am  surprised  with  the  number  of  people  with  below  $15,000 
in  income  that  are  buying  private  policies.  And  the  average  policy 
out  there  being  sold  is  the  elderly  of  around  age  70  and  the  average 
premium  is  about  $100  a  month. 

I  think  the  issue — much  like  Bruce  was  saying — is  not  really  an 
issue  of  affordability,  it  really  is  one  of  demand  or  the  willingness, 
in  fact,  to  insure. 

When  we  run  our  model,  we  use  it  assuming  about  42  percent  of 
the  elderly  can,  in  fact,  afford  insurance  at  $100  a  month.  When  we 
run  it,  assuming  people  are  neutral  with  regards  to  insuring  risk, 
that  is,  they  are  neutral  with  regards  to  demand  for  insurance. 
People  are  risk  adverse,  they  are  neutral,  if  they  do  not  underin- 
sure  or  overinsure. 

We  estimate  that  today  about  10  to  20  percent — and  the  assump- 
tions vary  with  that  model — of  elderly  individuals  are  likely  to  pur- 
chase, or  could  purchase  insurance. 

Now,  let  me  talk  about  those  results,  the  10  to  20  percent  in  the 
context  of  what  the  current  market  is.  As  Josh  said,  the  current 
private  long-term  care  market  is  a  heck  of  a  lot  less  than  that  10 
to  20  percent  that  could  afford  it.  Today,  about  4  percent  of  the  el- 
derly have  purchased  a  long-term  care  policy.  I  think  this  indicates 
a  very  negative  attitude  toward  this  insurance,  one  that  turns  out 
to  be  much  more  important  than  benefit  or  price  difference.  There 
are  some  things  that  insurance  companies  can  do,  and  we  see  them 
doing  it — they  are  trying  to  provide  lifetime  benefits,  they  are 
trying  to  provide  home  care.  Also  they  are  trying  to  now  separate 
the  fact  that  this  is  not  a  Medi-Gap  protection,  this  is  really  a  long- 
term  care  policy. 

The  private  sector — insurance  companies — are  trying  to  look  for 
better  products  and  design  more  affordable  products.  But  doing  so 
will  not  lead  to  the  vast  market  potential.  I  don't  think  they  can  do 
it  by  themselves.  In  fact,  the  insurance  industry  has  difficulty 
moving  into  a  new  marketplace  singlehandedly.  Traditionally  they 
have  used  employers  and  employer  subsidies  to  achieve  acceptance 
in  the  marketplace.  You  can  track  the  growth  of  health  insurance 
in  this  country  or  you  can  track  disability  insurance  in  this  coun- 
try. They  didn't  grow  until  employers  supported  them. 

People  don't  necessarily  like  insurance  companies,  I  guess.  Or 
the  products  could  be  too  difficult  to  understand.  They  like  or  trust 
their  employer,  they  like  their  Government  more,  they  like  their 
church  group  more,  and  they  like  their  housing  environment  or 
neighbors  more.  Having  to  get  sponsors  for  long-term  care  insur- 
ance, I  believe,  is  very  important. 

A  question  we  all  have  to  ask  then  is,  if  we  want  to  explore  the 
potential  of  the  private  market  what  can  we  do  to  help  the  em- 
ployer, in  fact,  sponsor  long-term  care  insurance? 

Because  undoubtedly,  if  you  talk  about  the  next  40  years  and  50 
years,  the  huge  growth  in  this  private  market  is  going  to  be 
through  the  employer. 

But  the  problem  that  we  are  faced  with  now,  is  the  elderly 
market.  And  they  are  the  ones  who  are  buying  this  insurance.  And, 
once  again  it  is  here  that  the  Government  has  to  do  something.  I 
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do  not  believe,  although  I  still  see  growth  in  the  private  market  of 
30,  40,  50  percent  a  year,  which  is  very  substantial,  that  the  poten- 
tial of  the  private  market  cannot  evolve  without  Government 
action. 

Now,  that  Government  action  need  not  be  very  expensive.  It 
could  be  a  lot  of  education,  real  education,  real  knowledge.  People 
are  still  uncertain  out  there  about  what  is  going  on. 

It  also  could  take  the  form  of  various  public  programs,  social  in- 
surance programs,  tax  changes.  And  I  think  if  the  latter  were  to 
occur,  the  effects  of  such  a  Government  program  would  be  more 
than  a  price  effect.  It  will  bring  about  a  change  in  attitudes.  That 
is  what  happened  after  Medicare.  The  purchase  of  Medi-Gap  insur- 
ance policies  increased.  What  is  very  crucial  for  the  Government  to 
understand  is  that  it  creates  the  mind  set  out  there,  the  attitude  of 
individuals. 

Therefore  by  spending  relatively  little  money,  if  it  changes  the 
attitude,  you  can  have  a  magnified  effect  on  the  private  market. 

Let  me  conclude  with  two  things.  One  is  I  think  we  have  devel- 
oped a  useful  model  for  people  to  use.  One  in  which  you  can  vary 
many  of  the  things  I've  talked  about  and  see  the  result.  And  we 
want  to  share  it.  We  want  this  accessible  to  all  policymakers. 

The  second  thing,  and  I  am  underlining  what  Bruce  said — is  the 
issue  is  not  affordability,  the  issue  is  demand.  And  while  the  prob- 
lem of  demand  is  a  problem  now  for  the  private  sector,  I  can  only 
ask  whether  it  wouldn't  be  true  of  the  public  sector  as  well.  What 
would  happen  if  you  introduced  a  public  program  for  the  elderly 
that  wasn't  subsidized?  What  would  be  the  reaction  of  the  elderly 
community?  If,  in  fact,  they  don't  have  a  demand  for  this  product 
on  the  private  side,  why  would  they  be  very  happy  with  a  public 
program? 

Thank  you. 

[The  prepared  statement  of  Mr.  Wallack  follows:] 
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I  appreciate  this  opportunity  to  testify  before  the  Pepper 
Commission  and  to  discuss  the  LifePlans'  model  for  estimating  long- 
term  care  service  utilization  distribution  of  costs  and  the 
consequent     demand     for     private     insurance.  LifePlans  was 

established  in  1987  when  I  took  a  sabbatical  from  Brandeis 
University.  The  goal  of  the  company  is  to  develop  and  implement 
comprehensive  private  long-term  care  insurance  programs. 

Over  the  past  two  years,  LifePlans  has  assisted  in  the  design 
and  pricing  of  policies  for  a  number  of  the  country's  major 
insurance  companies.  This  modeling  effort  began  in  February  1989 
and  is  being  supported  by  HIAA  and  is  being  done  with  Professor 
Thomas  McGuire  and  his  colleagues  in  the  Department  of  Economics 
at  Boston  University.  We  have  been  successful  in  developing  an 
operational  model  over  the  last  8  months  because  it  has  been  built 
upon  our  pricing  experience. 

The  major  purpose  of  the  research  effort  I  am  discussing  today 
is  to  provide  a  better  understanding  of  the  impact  and  interaction 
of  public  financing  program  on  the  use  of  long-term  care  services 
and  demand  for  private  long-term  care  insurance.  Before  I  discuss 
how  we  modelled  the  private  demand  for  insurance,  I  would  like  to 
begin  by  presenting  an  overview  of  our  modeling  approach.  Also, 
after  presenting  our  approach  and  the  potential  of  private 
insurance,  I  would  like  to  comment  on  the  importance  of  public 
sector.  While  the  annual  growth  of  private  long-term  care 
insurance  policies  sold  from  1986  to  1989  has  averaged  well  over 
50  percent,   I  am  concerned  whether  this  rate  can  continue  without 
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some  actions,  which  need  not  be  expensive,  being  taken  by  the 
public-sector. 

A.       The  LifePlans  Model  and  Rationale 

When  the  U.S.  Congress  first  began  to  recognize  the  long-term 
care  financing  problem  in  the  late  1970s,  the  options  laid  before 
them  were  alternatives  on  how  to  finance  the  services  federally. 
The  options  included  social  insurance  (such  as  Part  C  of  Medicare) , 
state  revenue  enhancements  or  categorical  grants.  At  that  time, 
I  was  the  Director  of  the  CBO  office  that  provided  the  reports  for 
the  U.S.  Congress. 

There  were  no  private  insurance  plans  for  custodial  long- 
term  care  in  the  1970s  and  the  private  sector  showed  no  interest 
in  entering  the  market.  In  fact,  a  strong  rationale  for  public 
financing  to  solve  this  social  problem  was  the  failure  in  the 
private  market.  In  the  early  1980s,  insurance  was  recognized  as 
the  preferred  financing  strategy  when  the  distribution  of  long- 
term  care  costs  were  found  to  be  very  skewed.  Private  insurance 
policies  were  beginning  to  emerge  at  this  time,  but  public  policy 
makers  considered  them  as  an  afterthought  or  a  gap  filler.  Given 
the  current  activities  of  private  insurers,  this  rationale  no 
longer  holds. 

Currently,  there  are  over  100  insurance  companies  offering 
policies,  and  the  number  could  grow  rapidly  if  the  demand  expands. 
More  importantly,  the  -activities  of  the  private  sector  and  its 
emergence  require  re-thinking  the  boundaries  or  the  roles  of  the 
private  and  public  sectors  in  solving  this  major  social  problem. 
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Furthermore,  I  believe  that  the  decisions  which  the  public  sector 
makes  should  incorporate  both  the  potential  and  limitations  of  the 
private  sector.  My  thinking,  which  is  reflected  in  the  model,  has 
changed  over  the  years  in  that  public  policy  must  begin  by  now 
asking  how  extensive  private  insurance  can  become  with  no  new 
governmental  programs.  Once  this  is  determined,  the  appropriate 
guestion  becomes  what  is  the  impact  of  additional  government 
programs . 

In  order  to  evaluate  the  alternative  public  and  private 
solutions  and  partnership  to  the  perceived  inadeguacies  in 
financing  long-term  care,  there  is  a  need  to  understand  the 
relationships  between  a  number  of  important  variables  that  relate 
to  service  use,  costs,  and  financing  methods.  Constructing 
quantitative  models  is  a  good  way  to  do  this.  In  reviewing  the 
state-of-the-art  in  long-term  care  modeling,  we  found  the 
ICF/Brookings  simulation  model  to  be  the  most  comprehensive  and 
detailed  model  currently  available  to  answer  a  number  of  important 
policy  questions.  The  ICF/Brookings  model  employs  a  sophisticated 
simulation  technique  to  estimate  long-term  care  services  use  for 
the  next  60  years. 

Simulation  modeling  represents  one  method  of  quantitative 
analysis.  However,  this  model  "locks  in"  specified  relationships 
and  as  applied  delimits  the  private  sector  role.  I  believe,  and 
this  view  was  reinforced  by  the  recent  debate  on  the  Medicare 
Catastrophic  Act,  that  the  relationship  between  private  purchase 
decisions  and  public  programs  must  be  integral  to  public  policy 
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making  on  social  programs  for  the  elderly.  That  is,  making  public 
policies  as  if  there  was  no  private  market  or  on  the  assumption 
that  the  existing  private  market  does  not  respond,  is  not  adequate. 

The  focus  of  the  LifePlans  model  is  on  estimating  service 
utilization  and  demand  for  private  insurance  in  the  context  of  a 
changing  public  policy  environment.  That  is,  the  presence  of 
insurance  is  posited  to  affect  behavior  and  the  choice  or  form  of 
private  insurance  will  itself  be  affected  by  public  policy.  This 
"behaviorally  oriented"  model  that  allows  for  interaction  between 
public  and  private  actions  provides  estimates  about  future  service 
use,  the  demand  for  private  insurance,  and  the  impacts  of  public 
programs  in  a  dynamic  manner. 

The  approach  we  adopted  is  described  in  Figure  1.  The 
modeling  starts  with  estimating  cost  and  utilization  rates.  The 
total  costs  of  long-term  care  and  the  distribution  by  the  level  of 
expenditure  are  inputs  into  the  demand  for  private  insurance.  The 
supply  of  insurance  is  depicted  by  typical  premium  and  benefits. 
The  model  projects  these  costs,  distinguishing  between  private 
insurance,  public  payment  and  out-of-pocket  expenditures.  This 
sequencing  allows  estimation  of  how  extensive  private  long-term 
care  insurance  could  be  or  is  likely  to  become  with  no  new 
governmental  strategies.  The  model,  having  done  this,  then 
incorporates  additional  financing  strategies,  such  as  social 
insurance,  tax  subsidies  and  Medicaid  enhancements,  that  the 
government  could  pursue.  Since  government  policies  result  in  a 
private  sector  response,   the  analysis  re-estimates  policies  .sold 
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and  distribution  of  costs  by  payer.  The  flow  of  our  model  is 
presented  in  Figure  2 . 

In  recognition  of  how  little  we  know  about  important  variables 
and  because  our  intention  was  to  make  the  model  both  accessible  and 
useful  for  policy  makers,  the  LifePlans1  inter-active  model  is  PC- 
based  and  designed  to  illustrate  the  sensitivity  of  key 
assumptions.  That  is,  all  the  assumptions  can  be  easily  modified 
to  do  sensitivity  analysis.  Given  our  limited  knowledge,  policy 
makers  may  be  best  served  by  sensitivity  analyses  which  bound  the 
ranges  of  uncertainty.  As  new  knowledge  is  gained,  the  model  can 
be  modified  in  a  straight  forward  manner. 

The  importance  of  accessibility  and  need  for  sensitivity 
analyses  led  us  to  a  PC-based  model.  Having  limited  capacity,  we 
are  using  40  groups  in  our  analysis  to  date.  The  groups  are 
male/female,  5  age  groups  (65-69,  70-74,  75-79,  80-84  and  85+), 
and  4  income  categories  (less  than  $10,000,  $10-15,000,  $15-29,999 
and  greater  than  $30,000.  Figures  3-5  describe  some  of  the 
results,  lifetime  costs,  1990  long-term  care  costs  and  the 
distribution  of  cost. 

B.       Incorporation  of  Private  Demand  for  Private  Insurance 

In  LifePlans'  approach  private  insurance  is  built  into  the 
base  model  using  the  expected  long-term  care  costs  that  have  been 
estimated.  The  decision  to  purchase  insurance  is  grounded  in 
economic  theory  in  which  the  decision  to  purchase  is  made  by  a 
knowledgeable  consumer  by  comparing  the  costs,  including  "the  costs 
of  risk",  without  insurance  (A)   and  with  insurance   (B) .     The. cost 
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of  risk  is  subjective.     It  is  the  amount  an  individual  is  willing 

to  pay  over  and  above  the  expected  payout  of  a  policy  to  purchase 

insurance.     Costs  with  and  without  insurance  are  figured  for  an 

average  person  in  a  group  using  the  distributions  generated  in  the 

base  model.     The  model  is  constructed  on  an  individual  level  so 

that  the  behavior  of  individuals  in  a  group  may  differ.     That  is, 

not  all  people  in  a  group  are  assumed  to  act  in  a  similar  manner. 

Recognizing  this  and  the  limits  of  the  theory,   a  random  variable 

(Y)   is  incorporated  recognizing  individual  differences. 

For  an  individual,  insurance  is  purchased  when:  A  >  B  +  Y 

where  A  =  cost  of  risk  and  out-of-pocket  cost  without 
insurance 

B  =  cost  of  risk  and  expected  out-of-pocket  cost  with 
insurance,  plus  insurance  premiums,   less  benefits 
of  extra  services 

Y  =  normal  variable 

If    our    knowledgeable    consumer    is    also    risk    neutral,  an 

actuarial  fair  policy  (priced  at  expected  costs)  will  not  be  sold 

since  insurers  have  no  ability  to  cover  their  administrative  costs. 

However,    because   there    is    a    subjective    cost    to    risk   and  some 

individuals  are  risk  adverse,  some  are  willing  to  pay  more  than  the 

actuarial    value    of    the    policy.        Furthermore,     under  certain 

assumptions  the  subjective  cost  of  risk  can  be  shown  to  be  the 

variance  in  income  lost  as  a  result  of  being  exposed  to  long-term 

care  expenses.    Because  we  do  not  know  the  degree  of  risk  aversion, 

this  key  parameter  is  modeled  assuming  different  maximum  loading 

charges    that    individuals    would    be    willing    to    pay    for  full 

insurance. 
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When  the  cost  without  insurance  (A)  exceeds  the  costs  with 
insurance  (B) ,  some  people  in  a  group  will  purchase.  But,  not  all 
individuals  in  a  group  have  similar  preferences.  Uncertainty  or 
ignorance  in  costs  and  benefits  are  further  reasons  why  the 
comparison  between  A  and  B  does  not  lead  to  definite  yes/no 
decision  to  buying  insurance.  The  random  variable  11 Y"  is  included 
in  the  insurance  purchase  model  to  account  for  these  factors.  The 
variable  Y,  the  attitude  toward  insurance,  represents  the 
reluctance  of  individuals  in  a  group  to  purchase  insurance.  This 
attitude  is  unrelated  to  the  costs  and  benefits  of  insurance,  but 
has  a  significant  affect  as  shown  in  Figure  7. 

This  economic  theory  of  insurance  requires  that  individuals 
realize  the  risks  they  face  and  the  costs  of  these  services.  The 
elderly  appear  to  be  knowledgeable  on  both  these  issues.  There  is 
still  significant  confusion,  however,  as  to  whether  or  not  Medicare 
would  pay  these  costs.  Also,  we  do  not  know  how  different  income 
groups  are  impacted  by  the  presence  of  Medicaid.  In  the  LifePlans 
model,  we  determine  and  vary  the  proportion  of  a  group  by  income 
and  assets  that  are  in  the  market  for  long-term  care  insurance. 
The  economic  model  weighing  benefits  and  costs  then  determines  how 
many  will  purchase  insurance.  This  parameter,  how  many  are  in  the 
market,  should  be  varied  to  test  its  sensitivity. 

We  are  using  estimates  of  between  3  0  and  50  for  the  percent 
who  can  purchase  insurance.  Once  data  is  available,  we  can  begin 
to  bound  the  parameters.  Using  the  income  and  asset  cut-offs  for 
each    of   the    four    income   groups    in   the   model    (see    Figure.  8)  , 
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LifePlans'  model  would  assume  that  over  40  percent  of  the  over  65 
population  could  be  in  the  market  for  long-term  care.  As  the  age 
falls  below  65,  we  can  expect  the  proportion  that  could  be  in  the 
market  to  increase. 

Af f ordability  as  defined  in  our  models  becomes  a  constraint 
and  this  constraint  becomes  less  restrictive  as  the  income  of  the 
group  increases.  Having  selected  these  percentages  and  using  the 
distribution  of  long-term  care  costs  and  private  premiums,  we  then 
estimate  the  proportion  buying  private  insurance.  In  our 
calculations  to  date,  the  proportion  comes  to  between  10  and  20 
percent  of  the  elderly  population.  In  any  case,  the  proportion 
far  exceeds  the  current  level  of  insurance  purchase.  To 
operationalize  this  negative  attitude  in  our  model,  we  reduce  the 
value  of  "Y".     C.  Achieving  the  Potential  of  the  Private  Market 

Private  insurance  companies  can  take  some  actions  to  increase 
the  proportion  of  those  insuring  by  altering  the  relationship 
between  A  and  B.  The  movement  of  some  insurers  to  lifetime 
benefits  has  met  with  market  success.  The  inclusion  of  home  and 
community  care  benefits,  which  are  preferred  by  many,  can  be 
expected  to  expand  the  private  market  as  well.  Finally,  the 
movement  towards  a  "disability"  notion  has  allowed  insurers  to 
distinguish  their  long-term  care  policy  from  Medicare  or  Medigap. 
While  these  improvements  provide  better  value,  or  a  lower  loading 
charge,  and  will  help  maintain  the  high  current  growth  of  insurance 
policies,  it  is  still  reasonable  to  ask  why  so  few  individuals  are 
purchasing  private   long-term  care   insurance  plans.      This   is  in 
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direct  contrast  to  the  Medigap  market,  where  there  appears  to  be 
over insurance,  including  multiple  policies  and  first  dollar 
coverage. 

I  believe  the  most  important  obstacle  for  the  private 
insurance  industry  is  to  build  trust  in  the  product.  I  suspect 
that  private  insurers  cannot  do  this  by  themselves;  individuals 
are  more  likely  to  look  to  their  employer,  religious  group  or 
fraternal  organization  for  guidance.  A  review  of  the  growth  of 
health  and  disability  insurance  in  this  country  indicates  the 
importance  of  their  being  offered  and  subsidized  through  the 
employer.  While  the  employer  as  a  sponsor  of  long-term  care 
insurance,  either  as  a  contributor  or  on  an  employee  pay-all 
basis,  offers  the  greatest  potential  in  the  long-run,  it  is  the 
current  elderly  that  are  more  likely  to  purchase  a  plan.  Give  or 
take  a  year  or  two,  the  average  age  of  the  new  purchaser  of  an 
individual  long-term  care  policy  today  is  about  7  0  years  old. 
Substantially  changing  the  attitude  of  the  elderly  towards 
purchasing  long-term  care  insurance  plan  will,  I  believe,  require 
government  action.  For  example,  a  major  educational  program  could 
result  in  a  major  change  in  attitude  at  relatively  little  cost. 

A  Federal  financing  program  could  have  a  significant  effect 
on  the  public's  attitude.  The  Medicare  program  enhanced  the 
private  market  for  acute  care  health  policies  for  those  65  years 
of  age  and  over.  In  part,  this  was  because  health  insurance 
premiums  fell,  but  it  may  have  changed  the  elderly' s  attitude 
towards    the    purchase    of    health    insurance    as    well.       A  social 
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insurance  or  a  tax  subsidy  for  the  purchase  of  private  insurance 
could  have  a  similar  impact.  That  is,  governmental  actions  would 
do  two  things.  First,  they  could  reduce  the  premium  and  thus  widen 
the  difference  between  A  and  B.  More  importantly,  they  would 
provide  the  necessary  credibility  to  private  long-term  care 
insurance  plans. 
Concluding  Comments 

The  model  developed  by  LifePlans  is  useful  in  delineating  the 
potential  of  the  private  market.  While  the  model  is  based  on 
private  insurance  purchase  decisions  that  precede  new  government 
policies,  it  also  can  be  used  to  judge  how  the  private  sector  will 
react  to  government  programs.  The  decision  to  purchase  is  based 
on  costs  and  benefits  subject  to  af f ordability .  From  our  initial 
calculations,  it  appears  that  a  major  factor  affecting  the  level 
of  demand  is  not  income  per  se  but  the  elderly 's  attitude  towards 
the  purchase  of  long-term  care  insurance.  Given  this  negative 
attitude,  one  has  to  wonder  whether  a  federal  long-term  care 
insurance  program  that  did  not  have  substantial  subsidies  would  be 
viewed  positively  by  today's  elderly. 
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FIGURE  1 


Model  2 


Public  Insurance 


Public  Long-Term  Care  Financing 
Policies 


Subsidies  to 
private  sector 


Model  1:     Base  Model 


Demand  for 
LTC  Service 


Demand  for 
LTC  Insurance 

(supply) 


J 


Private  Costs 


Public  Costs 


Supply 

LTC  Service 


Utilization 
of  LTC 


Service 


Other  Outcomes 


Model  3:     Public  Finance  Model 


Income  Distribution, 
Intergenerational  transfer  effects 
Macroeconomic  effects 
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FIGURE  5 


DISTRIBUTION  OF  COSTS 


FOR  75  YEAR  OLDS 


0  >2000  >12000.  >4S000  >150000  >300000 

>0  >6000  >24000  >80000  >200000 

COSTS 
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FIGURE  6 
Model  of  Insurance  Purchase 


For  an  individual,  insurance  is  purchased 
if: 


(1)  A  >  B  +  y, 


WHERE    A  =COST  OF  RISK  AND  EXPECTED  OOP 
COST  WITHOUT  INSURANCE 

B  =COST  OF  RISK  AND  EXPECTED  OOP 
COST  WITH  INSURANCE,  PLUS 
INSURANCE  PREMIUM,    LESS  BENEFITS 
OF  EXTRA  SERVICES 

Y  IS  A  NORMAL  VARIABLE    (M,  o) 
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FIGURE  7 

The  Relationship  Between  Insurance 
Purchase  and  Net  Benefits 


Percent  Purchasing 
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Chairman  Rockefeller.  OK. 
Bill  Gradison. 

Representative  Gradison.  Thank  you,  Mr.  Chairman. 

I  believe  that  all  three  speakers  have  said  that  there  are  far 
more  people  who  can  afford  to  buy  private  long-term  care  insur- 
ance than  will  actually  purchase  it.  My  own  view  is  that  in  the  end 
we,  as  a  Congress,  are  unlikely  to  come  up  with  some  kind  of  a 
first-dollar  comprehensive  long-term  care  plan. 

If  you  put  those  things  together  that  suggests  that  there  is  going 
to  be  some  role  for  private  savings,  or  private  insurance  in  what- 
ever we  end  up  with.  And  that  leads  me  to  ask  the  question  of  all 
three  of  you,  that  Mr.  Wallack  addressed  to  some  extent  at  the 
end,  and  that  is  how  best  can  public  policy  simulate  those  who  can 
afford  to  buy  the  care,  but  aren't  doing  so,  to  actually  do  it? 

Mr.  Wiener.  Well,  I  think  there  are  two  parts  to  your  question. 
One  is  what  should  the  public  sector  do  in  terms  of  some  programs, 
and  then  what  should  it  do  to  encourage  private  insurance. 

As  you  well  know,  I  am  in  favor  of  expanding  Medicare  to  cover 
more  of  the  long-term  care  burden.  Given  the  political  environ- 
ment, I  have  become  increasingly  convinced  that  the  kind  of  plan 
proposed  by  Robert  Ball  is  the  direction  that  we  need  to  be  going 
in. 

In  terms  of  what  we  can  do  to  stimulate  private  insurance,  I 
agree  with  Stan  that  there  is  a  need  for  general  education,  al- 
though I  would  say  that  the  experience  of  Medicaid  or  Catastrophic 
is  that  we  didn't  do  a  terribly  good  job  of  educating  people  on  that. 
So  I  am  relatively  pessimistic  about  the  ability  of  Government  to 
do  that. 

Clearly  we  can  clean  up  a  lot  of  things  in  the  Tax  Code.  I  testi- 
fied just  last  week  about  a  bill  to  provide  private  insurance  to  Gov- 
ernment employees,  and  OMB  was  still  saying  that  Treasury  had 
tax  concerns  about  how  long-term  care  insurance  benefits  would  be 
treated.  We  need  to  clean  those  up.  I  don't  think  that  we  ought  to 
be  providing  tax  credits  and  those  kinds  of  tax  incentives,  because 
those  tend  to  go  to  relatively  upper  income  people,  people  who 
itemize,  unless  we  are  willing  to  go  to  a  refundable  tax  credit, 
which  we  generally  have  not  been  willing  to  do. 

But  I  don't  agree  with  Stan  or  with  Bruce  that  this  is  not  an  af- 
fordability  problem.  Affordability  clearly  depends  on  what  your 
definition  is,  $1,000  per  person  per  year  is  a  good  chunk  of  change 
and  would  require  the  elderly  to  substantially  increase  the  amount 
that  they  currently  spend  on  health  care,  which  is  already  thought 
to  be  a  very  high  percentage  of  their  income. 

In  our  simulations  we  had  people  buying  insurance  with  5  per- 
cent of  their  income,  which  would  be  roughly  a  50-percent  increase 
in  their  out-of-pocket  costs  for  health  care.  And  I  think  that  is 
fairly  substantial.  And  if  we  are  going  to  count  on  people  to 
spend— a  married  couple  to  spend  $2,000  a  year  at  age  65,  let  alone 
those  age  75  and  80, 1  think  we  are  whistling  in  the  dark. 

Mr.  Jacobs.  A  couple  of  thoughts.  One  is  that  I  would  reiterate 
the  assertion  that  education  is  quite  important.  And  I  wish  I  had 
the  magic  formula  by  which  we  could  guarantee  that  all  elderly 
people  and  the  future  elderly  would  realize  the  risk  they  face  and 
what  Medicare  does  not  cover. 
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I  would  note  in  passing  that  there  have  been  some  attempts  to  do 
this,  for  example,  in  marketing  the  AARP-sponsored  long-term  care 
insurance  product,  which  is  not  quite  as  successful  as  one  would 
like. 

Nevertheless,  if  we  are  going  to  expect  the  elderly  and  workers 
who  look  forward  to  their  retirement  to  make  rational  decisions 
about  private  long-term  care  insurance,  they've  got  to  know  what 
the  risk  is  and  have  got  to  make  those  choices  privately. 

The  second  point  I  would  make  is  that  I  would  suspect  quite 
strongly  that  the  major  efforts  in  this  area  and  in  formulations  of 
new  ways  for  financing  that  are  not  quite  so  painful  as  taking  it 
out  of  current  cash  income  will  primarily  be  coming  from  the  pri- 
vate sector.  For  example,  a  quite  interesting  idea  of  which  I 
became  aware  several  months  ago  was  the  notion  of  being  able  to 
enjoy  some  of  your  life  insurance  benefits  on  an  early  basis,  if  long- 
term  care  costs  arose.  And  there  are  some  plans  that  would  allow 
you  to  take  some  of  your  death  benefit  on  a  fractional  basis,  year  to 
year,  as  is  needed.  Of  course,  that  reduces  the  death  benefit,  but 
nevertheless  it  is  a  kind  of  insurance  that  people  have  in  large 
numbers. 

I  look  forward  to  a  good  deal  of  innovation  in  the  pension  sector. 
We  obviously  are  in  a  period  where  there  are  many  people  arguing 
about  how  pension  assets  should  be  invested  and  to  what  purposes 
they  should  be  put.  But  there  is  an  awful  lot  of  private  buying 
power  there,  financial  commitments  to  individuals  in  their  retire- 
ment years,  and  that  is  something  that  might  be  lubricated  by 
public  sector  activity.  But  I  think  we  are  going  to  have  to  see  how 
that  plays  out. 

Finally,  a  somewhat  more  detailed  point — I  would  share  a 
thought  Josh  had,  which  is  that  insofar  as  there  is  public  sector 
subsidy  (implicit  or  explicit)  for  insurance,  I  would  hope  it  would  be 
targeted  best  to  those  who  would  have  most  difficulty  buying  it. 
And  perhaps  some  care  should  be  taken  that  they  not  be  subsidies 
to  those  who  have  the  most  assets  to  protect  in  the  first  place,  and 
who  might  well  have  a  private  incentive  to  take  care  of  that  on 
their  own  basis. 

Mr.  Wallack.  I  would  make  a  number  of  points,  many  related  to 
education,  it  is  just  so  important.  And  it  doesn't  matter  which  way 
the  Government  decides  to  go,  full  social  insurance  or  encouraging 
the  private  market,  you  still  want  to  get  a  population  out  there 
that  thinks  there  is  value  in  protection  and  there  is  a  reason  why 
they  are  getting  that  protection. 

You  need  to  find  a  way  to  do  it.  One  of  my  biggest  disappoint- 
ments with  the  private  sector  now  is  the  price  of  the  product  and 
how  much  they  have  to  pay  for  sales;  how  much  they  have  to  pay 
for  distribution.  They  are  educating;  it  is  a  very  expensive  process. 
I  think  the  Government  could  do  it  and  do  it  relatively  inexpen- 
sively. And  if  I  had  a  few  hundred  million  dollars,  that's  where  I 
would  put  it  at  this  point.  No  matter  which  way  you  go  in  legisla- 
tion in  making  people  knowledgeable  at  all  ages  about  the  problem 
they  are  facing,  the  risk  they  are  facing  and  that  they  need  to  start 
thinking  about  it  now  is  the  most  important  step. 

I  don't  think  the  answer  should  be  just  one  approach,  I  think 
there  are  multiple  approaches  the  Government  needs  to  consider.  I 
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think  the  issues  about — I  mean,  anybody  considering  a  solution  to 
this  problem  needs  to  take  into  account  improving  Medicaid.  I 
think — and  making  Medicare  clearer  with  regards  to  its  rules,  who 
is  eligible,  with  regards  to  what.  The  whole  issue  about  spend- 
down,  we  don't  understand  it — how  many  people  are  sheltering 
their  assets.  There  needs  to  be  some  clarity  out  there.  We  need  to 
say  that  Medicaid  is  there  for  people  who  can't  afford  private  in- 
surance, perhaps,  and  Medicaid  is  there  to  provide  access,  and 
make  the  rules  clearer. 

I  do  know  that  in  some  States  there  is  less  purchasing  of  private 
insurance  than  in  other  States.  These  States  have  a  more  generous 
Medicaid  Program. 

So  I  would  definitely  want  to  improve  Medicaid. 

One  of  the  things  I  would  do  is  I  would  also  improve  Medicare  in 
many  ways.  One  of  the  things  that  we  did  at  Brandeis  when  I  was 
there  was  a  social  HMO,  which  really  said  let's  organize  the  acute 
care  market,  let's  try  to  tie  some  long-term  care  and  acute  care  to- 
gether. And  we  found  in  our  four  demonstrations  that  we  are  not 
spending  anymore  money  for  the  Federal  Government  in  providing 
long-term  care,  in  providing  drugs — doing  a  whole  host  of  things  in 
a  care-managed  system. 

Somehow  or  other,  if  the  Government  managed  Medicare  better, 
it  would  have  a  big  effect  on  freeing  up  some  dollars.  People  pay 
$100  a  month  for  Medi-Gap  policies,  or  $75  a  month.  Why  can't  we 
take  all  that  money,  which  70  percent  of  the  people  are  buying, 
and  turn  it  into  long-term  care  insurance? 

So  I  think  improving  Medicare  could  have  some  real  effects  on 
this  as  well. 

With  regards  to  the  employer  market,  you've  got  to  concentrate 
on  it.  You've  got  to  figure  out  something  to  do  in  the  employer 
market.  Maybe  you've  got  to  do  something  with  regards  to  letting 
individuals  put  away  some  money  and  get  some  tax  breaks  for 
that.  You've  got  to  start  getting  people  to  think  about  this  issue 
when  they  are  young,  when  the  premiums  are  much  lower.  We  are 
talking  about — I  don't  know  whether  it  is  $20  a  month,  or  what- 
ever it  is  for  a  40-year-old,  but  we  are  talking  about  relatively  little 
cost,  if  people  would  only  start  to  save  when  they  are  40  or  50.  You 
know,  you  can't  do  it  at  80,  and  it  gets  hard  at  75,  but  most  people 
can  insure  at  50.  We've  got  to  find  a  way  to  encourage  that. 

And  I  would,  because  of  the  current  problems  right  now  for  the 
current  elderly,  I  would  provide  a  tax  credit.  There  are  a  lot  of 
people  out  there  who  can  afford  insurance,  I  would  try  to  target  it 
and  limit  it  to  a  population  that  should  really  buy  it,  because  I 
think  Medicaid  should  be  better  and  people  shouldn't  put  money 
into  insurance  when  they  are  close  to  Medicaid.  But  I  would  think 
a  targeted,  small  tax  subsidy  would  be  another  effective  program  to 
consider  as  well. 

So,  I  think  there  are  a  number  of  strategies  that  make  sense,  but 
I  don't  think  they  have  to  cost  a  lot  of  money. 

Commissioner  Balog.  Somebody  said  a  little  bit  ago  very  suc- 
cinctly that  the  elderly,  the  65-,  70-,  75-,  80-year-old  people,  are 
income  poor  and  asset  rich.  Have  you  given  much  thought  to  how 
we  could  have  asset  conversion  programs  to  help  fund  this  long- 
term  care? 
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Mr.  Jacobs.  Well,  if  you  look  at  the  current  elderly  population, 
most  older  folks  have  the  majority  of  their  savings  tied  up  in  their 
homes.  And  as  many  of  you  know,  in  recent  years  there  have  been 
a  variety  of,  first  experimental  and  now  I  am  happy  to  say  ongoing, 
private  sector  business  efforts  to  let  elderly  homeowners  convert 
some  of  the  equity  in  their  homes  into  an  income  stream,  without 
having  to  sell  their  homes,  or  move. 

It  turns  out  that  borrowing  against  the  equity  in  their  homes  has 
a  fairly  large  potential  in  the  sense  that  the  elderly  who  are  best 
able  to  take  out  reverse  mortgages  are  the  ones  who  have  the 
fewest  years  ahead  of  them,  and  they  tend  to  be  widowed  and  in 
advanced  old  age.  These  people  are  the  most  likely  to  be  stuck  with 
long-term  care  needs. 

Correct  me,  if  I  am  wrong,  Josh — one  of  the  results  reported  in 
the  book  Josh  did  with  Alice  is  that,  in  terms  of  the  elderly  popula- 
tion itself  buying  long-term  care  insurance  (as  opposed  to  people 
starting  to  pay  when  they  are  younger),  the  conversion  of  home 
equity,  to  help  pay  insurance  premiums  would  have  maximized  the 
coverage  of  the  elderly  population. 

One  of  the  things  I  would  be  quite  interested  to  see  would  be 
some  combination  of  people  starting  to  pay  during  their  working 
years  for  private  insurance  with  lower  premiums  and  then,  if  their 
cash  income  limitations  in  their  older  years  had  presented  diffi- 
culty in  paying  the  premiums,  letting  them  borrow  a  little  bit  of 
their  home  equity  to  finish  it  off  in  their  old  age.  There  probably  is 
a  fair  amount  of  potential  there. 

Again,  one  must  distinguish  between  the  economic  capacity  to  do 
this  and  the  desire  or  willingness  to  do  it.  How  big  the  reverse 
mortgage  or  home  equity  conversion  market  is  going  to  be  I  think 
is  a  very  open  question.  There  have  been  a  few  thousand  loans 
written,  and  there  are  four  or  five  private  concerns  doing  serious 
business  in  about  15  States  now.  We  will  just  have  to  see  how  far 
that  goes. 

But  the  assets  are  there,  and  will  be  there  in  greater  numbers  in 
the  future,  and  in  larger  amounts.  And  I  think  that  asset  manage- 
ment is  one  of  the  important  aspects  of  the  whole  long-term  care 
business.  We  will  probably  see  a  lot  more  creative  thought  in  the 
future  than  we  have  had  even  until  now. 

Commissioner  Balog.  Just  one  followup.  You  touched  on  insur- 
ance, the  conversion  of  cash  value  insurance  as  another  conversion, 
how  significant  is  that?  What  could  you  do  with  that,  if  you  allow 
that  to  be  a  tax-free  shift  from  a  cash  value  life  policy  to  a  long- 
term  care  policy  without  a  tax? 

Mr.  Wiener.  I  don't  know  what  the  pool  is.  Clearly,  the  problem 
with  that  kind  of  an  approach  is  that  it  is  the  same  as  a  nonin- 
dexed  long-term  care  insurance  policy.  Most  people  have  term  in- 
surance that  is  relatively  large,  but  the  universal  life,  whole  life 
coverage  that  they  have  is  relatively  small.  And  so,  I  may  have  a 
$50,000  benefit  today,  but  I  am  not  going  to  use  long-term  care  for 
45  years,  or  longer.  And  the  amount  of  money  that  I  would  get  on  a 
monthly  basis  45  years  from  now  is  not  going  to  be  a  very  large 
proportion  of  the  cost  of  my  nursing  home  care. 

Commissioner  Balog.  I  am  talking  about  currently  elderly. 
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Mr.  Wiener.  I  don't  know  the  size.  Most  people  who  have  univer- 
sal life,  whole  life  kind  of  policies  have  relatively  small  policies. 

Commissioner  Balog.  We  heard  a  number  here  a  couple  of  weeks 
ago,  $3  trillion,  or  $4  trillion  cash  value  locked  up  in  people  over 
65 — a  lot  of  money — I  can't  remember  the  exact  number,  but  it  was 
a  lot  of  money. 

Mr.  Wiener.  I  don't  know. 

Mr.  Wallack.  Insured  life  insurance? 

Commissioner  Balog.  A  huge  number,  $3  or  $4  trillion. 

Mr.  Wiener.  Let  me  make  a  few  comments  on  some  of  the  points 
that  Bruce  made.  First  of  all,  I  think  it  is  really  important  to  em- 
phasize that  the  assets  of  the  elderly  is  really  overwhelmingly  in 
that  home.  When  you  look  at  the  assets  of  85-year-old  widows,  the 
majority  of  them  report  less  than  $10,000  in  nonhousing  assets.  So 
that  is  not  a  group  that  is  going  to  have  a  lot  of  stocks  and  bonds. 
It  is  really  in  the  home. 

We  did  look  at  home  equity  conversion  as  an  option,  and  I  recom- 
mend our  treatment  there.  It  does  improve  the  financial  ability  of 
the  elderly  to  buy  insurance,  but  it  still  doesn't  result  in  anything 
approaching  universal  coverage. 

Moreover,  I  think  there  is  a  very  strong  unwillingness  on  the 
part  of  the  elderly,  to  use  up  their  home  equity  to  buy  something 
as  mundane  as  insurance.  I  mean,  private  long-term  care  insurance 
is  important  but,  let's  face  it,  insurance  

Commissioner  Balog.  Because  they  want  to  leave  it  to  their  kids, 
you  mean? 

Mr.  Wiener.  They  have  this  whole  mythology  built  around  the 
homestead,  they  want  to  leave  it  to  the  kids,  they've  paid  the  mort- 
gage. They  are  very  risk  averse.  They  worry  about  what's  going  to 
happen;  whether  they're  going  to  have  money,  whether  they're 
going  to  be  able  to  have  their  home. 

The  fact  of  the  matter  is  that  there  have  been  more  pages  writ- 
ten on  home  equity  conversion — many  of  them  by  Bruce — than 
there  have  been  home  equity  conversions.  [Laughter.]  I  think  it  is 
an  idea  that  has  attracted  a  lot  of  attention  by  academics,  and  I 
think — as  a  role,  but  it's  just  not  going  anywhere  in  the  market- 
place. 

Mr.  Jacobs.  Josh,  could  I  share  with  you  what  the  State  of  Con- 
necticut is  doing  

Mr.  Wiener.  Let  me  just  make  one  more  point,  then  you  can  

Chairman  Rockefeller.  Let  me  interrupt  you  for  purposes  of 
clarification.  Our  Pepper  Commission  staff  has  looked  at  this  life 
insurance  amount,  and  it's  between  $3  and  $5  trillion. 

Ms.  Feder.  Right,  but  there's  a  clarification  which  we  could 
either  provide  you  now  or  after.  Those  are  liabilities.  Those  are  the 
life  insurance  liabilities  out  there  now,  they  are  not  the  resources 
available  to  people  to  transfer  to  long-term  care,  and  we  have  a 
staff  memorandum  that  can  clarify  that  issue. 

Chairman  Rockefeller.  That's  for  the  purposes  of  the  record. 

Mr.  Wiener.  Just  a  final  point,  I  think  the  future  of  home  equity 
conversion  for  long-term  care  is  in  a  kind  of  line-of-credit  approach, 
not  through  a  combination  with  insurance.  That  is  because  if 
you  want  to  get  people  buying  insurance  at  age  65  or  70,  or  even 
younger,  the  dollar  value  that  you  get  through  a  monthly  stream  of 
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benefits  through  home  equity  conversion  is  very  low.  If  you're  wait- 
ing till  age  85,  you're  likely  to  be  disabled.  The  insurance  company 
won't  sell  you  the  policy,  and  if  they  would  it's  going  to  be  enor- 
mously expensive. 

Chairman  Rockefeller.  Jim  Davis,  at  any  point,  is  free  to  break 
into  this  because  he  was  really  before  any  of  the  three  of  you. 

Commissioner  Davis.  This  is  a  different  question,  right? 

Chairman  Rockefeller.  Yes;  so,  you  go  ahead. 

Mr.  Wallace.  I  was  just  going  to,  again,  put  reality  to  this  dis- 
cussion a  little  bit  by  describing  what's  going  on  out  there.  Very 
often  when  you  look  at  the  elderly  what  we're  seeing  is  elderly 
people  turning  to  their  kids  very  often,  showing  the  policy  to  them 
and,  in  fact,  children  starting  to  support  the  policies  of  their  par- 
ents as  well.  And  there  have  been  some  surveys  done  about  chil- 
dren's willingness  to  share  some  of  the  costs.  So,  if  you  start  look- 
ing at  affordability,  we've  got  to  consider  families  and  not  just  the 
individual,  and  there  are  some  kids  who  are  interested  in  protect- 
ing the  assets,  too.  So  the  market  gets  bigger,  I  think,  as  we  look  at 
the  affordability  issue  and  just  keying  in  on  the  older  person  them- 
selves we  miss  this. 

Mr.  Jacobs.  If  I  may,  just  to  continue  Stan's  point.  Obviously, 
you  don't  want  to  manage  your  assets  irrationally,  you  don't  want 
to  take  a  loan  against  your  home  equity  assets  when  you're  age 
50— you  might  get  just  $25  a  month  because  you've  got  40  years 
ahead  of  you  to  live  and,  similarly,  if  you're  85  years  old,  you  don't 
want  initially  to  go  into  the  private  long-term  care  insurance 
market  because  the  premiums,  if  the  products  will  be  available, 
mil  be  extremely  high. 

The  rational  thing  to  do  is  to  start  with  lower  premiums,  and 
then  if  you  need  extra  cash,  whether  it  be  from  assets  you  have  in 
more  liquid  forms,  or  assets  you  have  in  the  home,  you  can  supple- 
ment your  income  to  pay  those  premiums.  There  is  not  a  singular 
method  by  which  all  insurance  should  be  purchased. 

I  mentioned  the  State  of  Connecticut.  Connecticut,  in  a  very  am- 
bitious program  begun  a  couple  of  years  ago,  is  lending  money  to 
senior  homeowners,  and  in  the  past  year  they  added  an  option  for 
long-term  care  needs  where  a  lump  sum  up  to  $25,000  could  be  bor- 
rowed for  the  purchase  of  home  care,  or  sometimes  institutionaliza- 
tion. The  program  was  so  popular  they  ran  out  of  money.  They've 
had  to  refund  it,  It  just  was  taken  right  up. 

So,  we  really  don't  know  what  this  is  going  to  look  like  in  the 
future.  The  assets  are  there,  however,  to  supplement  (but  not  nec- 
essarily be  the  sole  source  of  elderly  income  for)  the  purchase  of 
long-term  care  insurance  or  services  directly. 

Chairman  Rockefeller.  Jim? 

Commissioner  Davis.  Thank  you,  Mr.  Chairman.  Mr.  Wiener, 
you  mentioned  that  a  policy  bought  at  age  65  was  not  apt  to  be  uti- 
lized until  age  85.  Was  this  simply  an  example  of  what  could 
happen?  Is  that  an  average?  Looking  just  at  the  elderly' s  portion  of 
long-term  care,  do  we  have  enough  data  to  know  what  age,  on  aver- 
age, the  elderly  find  a  need  for  use  of  this  type  of  thing? 

Mr.  Wiener.  I  don't  know  that  we  have  an  average  figure,  but 
there  is  no  doubt  that  if  you  look  at,  for  example,  the  proportion  of 
elderly  in  nursing  homes  between  ages  65  and  74  it's  about  1.5  per- 
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cent,  between  75  and  84  it's  about  5.5  percent,  and  at  85  and  older 
it's  22  percent. 

Commissioner  Davis.  This  is  constantly  changing  as  elderly  get 
healthier  and  this  sort  of  thing? 

Mr.  Wiener.  Well,  it's  not  all  that  clear  that  the  elderly  are  get- 
ting healthier.  There's  a  lot  of  bitter  debate  in  the  research  com- 
munity about  that,  and  I  think  there  is  no  consensus  on  that  what- 
soever. 

Commissioner  Davis.  They  live  longer,  but  they  may  not  be  

Mr.  Wiener.  That's  right.  It  may  be  that  what  our  medicine  is 
doing  is  pulling  people  back  from  the  grave  and  leaving  them  in  a 
more  disabled  state.  Nursing  home  use  rates  have  fallen  somewhat 
over  the  last  10  years,  but  it's  unclear  whether  that's  a  demand 
function  or  the  fact  that  States  have  had  moratoriums  on  construc- 
tion and  new  beds. 

Mr.  Wallack.  I  tried  to  give  you  some  numbers,  Mr.  Davis,  on 
figure  4  in  the  handout,  which  actually  shows  the  dollars  bracket 
by  age,  and  our  estimates  at  least  for  1990,  are  roughly  almost  half 
for  ages  85  and  above,  but  it  certainly  showed  that  people  in  their 
high  seventies — start  to  consume  long-term  care  services  in  mid- 
seventies — is  where  you  start  to  see  the  large  increases.  It's  not 
linear,  but  the  numbers  there  show  the  total  expenses  we  estimate 
at  LifePlans,  and  how  it  breaks  down  by  age  group.  See  figure  4 
where  it  says  total  cost. 

Commissioner  Davis.  I  have  a  little  followup.  Mr.  Wiener,  you 
also  said  that  indexing  costs  adds  to  the  costs  some  30  to  40  per- 
cent. 

Mr.  Wiener.  For  a  policy  bought  at  age  65,  yes. 

Commissioner  Davis.  On  the  face  of  it,  it  would  appear  that  in- 
dexing would  be  a  good  thing  for  purchasers  to  do.  Can  I  assume 
that  indexing  is  a  very  inexact  science  today,  and  apt  to  be  over- 
priced? 

Mr.  Wiener.  Apt  to  be  overpriced? 

Commissioner  Davis.  Because  of  the  uncertainty  of  how  our  costs 
are  going  to  escalate  in  the  future. 

Mr.  Wiener.  What's  available  in  current  policies  is  basically— 
with  few  exceptions — a  fixed  increase,  usually  5  percent  of  the  ini- 
tial indemnity  value  over  some  period  of  time.  So,  if  you  buy  a  $50- 
a-day  policy  for  10  or  15  years,  it  will  go  up  at  $2.50  a  year  which, 
by  the  time  you  get  to  that  15th  year,  is  more  like  1-  or  2-percent 
inflation  adjustment  rather  than  a  5  percent. 

Commissioner  Davis.  Is  it  a  good  thing  for  an  elderly  to  index  at 
5  percent? 

Mr.  Wiener.  I  think  it  is  absolutely  critical  that  people  buy  a 
policy  that  has  a  good  indexing  feature,  and  it  borders  on  fraud,  in 
my  view,  to  sell  a  policy  to  people  age  50  or  45  that  doesn't  have  an 
indexing  policy. 

Commissioner  Davis.  But  the  indexing  may  be  excessive,  it  may 
be  inadequate,  it's  all  guesswork,  isn't  it? 

Mr.  Wiener.  I  think  at  this  point  in  the  market,  there  is  nothing 
in  the  market  that  I  would  consider  overindexed. 

Mr.  Wallack.  I'd  like  to  comment  on  that.  We  have  programs 
that  have  inflation  and  those  that  do  not  have  inflation  and  we  can 
observe  what  the  elderly  people  want.  They  don't^buyjnflatio^pro^ 
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tection.  They  don't  want  to  pay  the  price  tor  it.  iney  really  want 
as  much  coverage  as  they  can  get  now,  so  the  marketplace  doesn't 
tell  you  they  want  it. 

I  think  one  of  the  issues  we  should  ask  ourselves  is,  whether  or 
not  there  aren't  better  things  they  can  get  for  a  little  higher  pre- 
mium. If  you're  indexing  a  premium,  what  you're  basically  doing 
now,  since  it's  level  funded,  is  you're  paying  up  front  today,  for  in- 
flation out  30  and  40  years  from  now.  I  don't  know  any  other  prod- 
ucts like  that.  I  mean,  people  don't  pay  today's  dollars  for  some- 
thing that's  going  to  happen  30  or  40  years  from  now,  or  10  years 
from  now. 

So,  it's  very,  and  as  Josh  has  said,  expensive.  Obviously,  for 
younger  people  with  low  premiums  it  is  more  affordable.  We  see 
people  in  their  seventies  who  are  saying,  I  want  as  much  protection 
now  as  I  possibly  can  get.  Finally,  if  I  had  to  choose  between  index- 
ing and  what  is  called  nonforfeiture,  there's  no  doubt  what  I  would 
choose.  I  would  give  people  cash  value  and  I  think  people  are 
saying  just  that;  they'd  really  rather  have  something  that  gives 
them  value. 

So,  I  think  inflation  protection  is  very  expensive  because  of  what 
it  does  to  the  premium,  and  I  think  there  may  be  other  ways  of 
improving  the  product. 

Chairman  Rockefeller.  Let  me  interrupt.  We've  got  to  stop  be- 
cause others  need  the  room.  I  will  close  with  this  thought,  though. 
It's  interesting  to  me  that  we've  done  a  lot  of  talking  about  what 
people  can  afford  and  what  will  be  available,  very  little  talking 
about  what  kind  of  protection  and  benefits  any  of  this  would  buy; 
nevertheless,  that  we  can  do. 

I'm  sorry  I  have  to  be  so  arbitrary,  but  they  need  the  room  and 
we've  been  here  a  while,  and  I  thank  all  three  of  you  very,  very 
much. 

[Whereupon,  at  10:33  a.m.,  the  hearing  was  adjourned.] 

O 


26-263  (88) 


